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EDITORIAL
Ever since 1919 when the American In
Why Contingent Fees
stitute
of Accountants adopted its rigid
Are Condemned
rule against the acceptance of so-called
“contingent fees” there has been a certain amount of restiveness
both within and without the Institute, originating largely on the
part of accountants engaged in tax practice. These critics of the
rule have frequently expressed the opinion that much of the work
devolving upon accountants as a result of the enactment of the
federal income-tax laws was of such a nature that the accept
ance of contingent fees appeared to be practically unavoidable.
They seemed to feel that many just claims for refund or abate
ment would never be presented at all unless the taxpayer
were assured that in the event of failure to obtain satisfactory
results he would not be liable for any additional expense. The
rule, however, has endured and probably will endure, because the
great majority of professional men are firmly convinced that any
fee which is solely dependent upon results over which they should
be able to have no control is repugnant to the whole spirit of pro
fessional life. Furthermore, the accountant is of necessity never
an advocate. If he accepts contingent fees he is prejudiced at the
outset—he becomes a partner of the taxpayer and therefore not
entirely impartial. Recently, however, there has arisen some
inquiry as to exactly what does or does not constitute a fee con
tingent upon results, and therefore it may be desirable to ex
plain briefly what we believe to be the true professional sentiment
on this vexed problem.
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There is a fine line of distinction, often
difficult to ascertain, between a fee
which is properly describable as con
tingent and one which is based upon something other than the
actual time involved in the work. As one eminent member of the
profession recently expressed it, there is abundant precedent for
a professional fee which takes into consideration not only the
amount of labor but in addition the amount of skill. The old
story of the watchmaker who charged $10 for a minor repair is
appropriate. The owner of a watch complained because the
charge was $10 and he pointed out to the watchmaker that the
labor involved could not be worth more than $2. The watch
maker thereupon amended his bill to read, "Time on repairs, $2;
Knowing how to repair, $8.” The same principle applies to pro
fessional work. It would be absurd to say that an accountant
should always govern the extent of his fees by the actual hours
and minutes employed in performing a given task. It is right
that he should charge also for the ability, which he has acquired
or inherited, to do the work in a satisfactory manner. In other
words, the fee may properly be based to some extent upon the
doctrine of quantum meruit. Let us suppose for the sake of
argument that an accountant obtains for one of his clients a sub
stantial refund from the government. His acquaintance with
the affairs of the client, his intimacy with the accounts and,
above all, his general knowledge of the requirements of the law
and their application can not be measured in terms of time. He
may charge, it seems to us, a fee taking into account two great
factors—the first, the amount of time, and the second, which is
the more important, the amount of skill. It would be ridiculous
to assert that every accountant should charge the same fees for
his services. That would place the entire profession on the basis
which is supposed to underlie trade unionism, where all men in
theory are of equal ability. If a citizen be assessed what seems
to him to be an unjust and excessive tax, he may call to his as
sistance a practitioner who has had little experience, and he may
expect to be charged a fee of a very low amount, because the
practitioner will exercise only such abilities as he has and the
results may be highly problematical. On the other hand, a man
who is familiar with tax practice and has great aptitude for the
correct interpretation of law may devote less time than the in
competent novice but accomplish much greater results. No one
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could argue seriously that the proficient man should not charge a
higher fee.

This is not to imply that the fees
charged may be governed in advance
by any percentage of the amount to be
recovered or abated. It is here that the fine line of distinction
lies. Where is the point at which what may be called a quantummeruit fee becomes a contingent fee? It seems to us that the
point is discernible if the practitioner carefully avoid anything in
the nature of percentage or commission. We do not believe that
the accountant should govern his fee at all by the amount which
is ultimately credited to his client. Indeed, we would go further
and say that whether success or failure attend the efforts of the
practitioner, his fee should still reflect the two elements (time and
skill) which we have mentioned. Whether he win or lose his suit
the accountant devotes an equal amount of time and effort to the
task in hand. He will do his best to succeed and therefore is
entitled to a fee which is sufficient. The ideal condition to which
every accountant looks forward but does not often discover is
that in which no question of fee arises during the negotiations with
the client. Physicians, surgeons, lawyers and many other pro
fessional men who have reached the higher planes of their pro
fessions will not set any definite price upon their services. At
the conclusion of an engagement they render a bill, often without
detail of any kind, which represents what they believe to be the
fair value of their service, taking into account both time and skill.
Sometimes these fees, particularly in the case of lawyers, seem to
be exorbitant. The client’s recourse in such an instance is to
protest according to law or in future to engage some more reason
able advisor.

Fees Based on Two
Factors

At the beginning of the professional
Different Accountants,
career of accountancy it seemed to be
Different Fees
necessary to adopt the per-diem basis
of charges; but those days are past and we are coming, it is hoped,
into a time when the fee will be a secondary consideration. The
first thought will be to secure the assistance of the most competent
man available. We should like to see a change in the basis of
charging and to have accountants render bills for professional
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services, which, of course, could be supported by computing
the amount of hours spent on an engagement and the amount
of technical skill required. If the accountant were to render a
bill “Professional services, $10,000,” he should be prepared upon
request to supply the client with a schedule of the number
of men and the hours of labor, which would support the time
factor in the account, and a statement of the value which the ac
countant placed upon ability to do the work. Naturally, if this
were the custom, the fees charged by men with small experience
would be comparatively modest, and in the case of accountants
whose standing, reputation and general ability were greater
the fees would be much higher. It were folly to contend that
there is no difference in the value of the services rendered by
one accountant and another. We do not mean to infer that a
client should be expected to pay for a name, but he may quite
reasonably be expected to pay for the skill which made the name
conspicuous in the profession. This, it seems to us, is the whole
principle involved. The high prices paid by connoisseurs for the
paintings and sculptures of the great masters are not attributable
only to the fame of the artists. They are chiefly due to the fact
that the work of those artists stands out high above the produc
tions of less talented men. Before leaving the subject let us
repeat that it seems to be the common opinion of the better in
formed practitioners in all professions that the question of fees
should never be contingent upon results. Fees may be and
should be contingent upon the ability of the professional man,
whether he succeed or fail in any given case.

We are living in a day of codes, potential
and existent. Every business and in
dustry is being subjected to extraor
dinary regulation or is threatened with it. No one knows
whether this regimentation of human activity will redound to the
advantage of the people or not. There appears to be a great deal
of merit in the attempt to prevent unfair competition. Probably
when the period of experimentation is over we shall have gained
lasting benefits from the experiences and perhaps something from
the accomplishments of the present day. But it seems to be
quite clear, even in the minds of the most vehement proponents
of codes, that certain walks of life must be left open to free will.
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Chief among them are the professions. No code can be written
or enforced to govern the practice of medicine, the law, the
church, and we believe that this is equally true of accountancy.
Indeed, excellent legal authority supports the view that ac
countancy is not and can not be made the subject of a code of fair
practice. The profession itself will see to it that the practice is
fair. In spite of this evident truth, we are informed that four or
five codes of accounting practice have been prepared and sub
mitted to the administrators of the national industrial recovery
act. They were not offered by either of the national societies of
accountants and they are, we are told, the product of groups of
men in different localities without any great claim to national
influence. A few of the members of the Institute have wondered
whether or not it would be possible to prepare a code for account
ing practice and to have the government accept the code and
enforce it. This, if it were done, would be placing the profession
in the position of a trade and, consequently, would be subversive
of the whole spirit of a profession. Moreover, even if a code were
approved, it would be quite impossible to apply it to all parts of
the country or to all the men who practise the profession. The
relationship between an accountant and his client is not at all
comparable with the relationship between seller and buyer. As
we have said elsewhere, the fees of accountants vary accord
ing to the skill of each practitioner. A code would place all
practitioners upon exactly the same level. Again, there is the
infinite variety in the nature of accounting engagements which
could not be governed by any code, however comprehensive it
might be. Each case, to use a trite expression, must stand on its
individual merits, and nothing in the nature of a general code of
conduct or price fixing could be made effective. We believe that
there will soon be a revulsion of feeling against some of the at
tempts to impose codes of fair competition even on many of the
more easily regulated trades. We can not depart from the spirit
of individual initiative which has made America great. There
have been many grave injustices arising from unfair competition,
and we all hope that the national industrial recovery act and some
of its concomitant acts will end forever the price cutting, the
gouging and, to use the current slang, the “chiseling” which have
interfered with the proper progress of commerce and industry.
The professions, however, can be regulated only by themselves
and by common opinion.
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A correspondent expresses the opinion
that there should be a clear distinction
in definition of the words “accountant”
and “auditor.” He believes that the responsibilities attaching
to the two official positions may have “lessened the severity of
an auditor’s ethics.” This theory is of some interest, because it
probably is subconsciously accepted by many persons who do not
give the matter deep thought. The truth is that it is difficult to
confine the application of the word accountant to men who are not
engaged in auditing. The professional auditor is necessarily
skilled in accountancy and may ordinarily describe himself as an
accountant. It is admitted that the derivation of the two words
is quite different, but with the development of modern business
practice the auditing of accounts, which, of course, was originally
merely the hearing of the record, has become so technical and
complex that proper performance of the duties of an auditor
requires a skilled accountant. Many members of the profession
have felt for a long time that it would be desirable if either of the
two words, accountant or auditor, could be restricted entirely
to the designation of professional accountants; but the public
accountant does many things which are not auditing and conse
quently he must adopt the broader classification of accountant.
It would probably be safe to say that all professional audi
tors are accountants and some professional accountants are
auditors, but we can see no way by which the application of either
word can be restricted in the manner suggested by our corre
spondent.

Accountant and
Auditor

We publish in this issue of The Journal
Accountancy the text of an address
entitled Liability of Auditors, which was delivered by Sir Nicholas
Waterhouse before the London members of the English Institute
of Chartered Accountants. This address, while almost entirely
concerned with the problems which confront the profession in the
British dominions, will be read with interest by practitioners in
this country. The address reveals the fact that the problem of
moral and financial liability is arousing as much concern under
the British flag as in our own land. There are, of course, many
differences in the conditions of practice in the two nations. For
example, the position of the company auditor in Great Britain is
statutory, and the accountant has been longer recognized as a
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member of a learned profession in Great Britain than in the
United States. Furthermore the enactment here of the federal
securities act last year and the probability of substantial amend
ment of the act in the present year give rise to questions which are
peculiarly American. There is nothing in the British laws to
compare with the all-embracing responsibility laid upon the ac
countant under the securities act. The address to which we
refer reviews the whole subject of liability briefly but compre
hensively, and we commend it to the careful consideration
of every accountant who is engaged in public practice. No ac
countant can afford to conduct his profession without a clear
knowledge of the moral duties and the financial responsibilities
which may rest upon him.

Particular attention should be paid to
Understanding Between
those
portions of the address which deal
Auditor and Client
with the question of understanding be
tween the accountant and the client relative to the scope of audit
or examination and the weight of liability which the accountant
willingly assumes. The speaker quoted eminent authority for
many of his arguments and summed up his conception of the scope
of an official audit under three heads, namely, the accuracy
with which the balance-sheets or other accounts agreed with
books of account kept with ordinary care, the determination
whether the books were properly kept and whether or not the
officers and directors appeared to have dealt fairly with the share
holders. It will be noted that Sir Nicholas Waterhouse refers to
the statutory audit. This means the audit conducted in ac
cordance with the requirements of the companies acts. When the
auditor goes beyond the region covered by the legal requirements
he must use the utmost precision in the contract, express or im
plied, which he makes with the client. We use the word contract,
of course, in its proper sense and are not referring at all to those
unworthy cases in which accounting firms have sometimes em
ployed what they call contract managers to go out canvassing the
community and to bring in “cases.” Every man who undertakes
to perform a professional service for another man or for a com
pany is a party to a contract, and that is the meaning which we
have in mind at the moment. The speaker dealt with the ques
tion of internal check, as it is described in America, and gave it as
his opinion that the accountant must permit no possibility of
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misunderstanding with reference to the scope of the work to be
done by him and the measure of responsibility which he will
assume. In other words the auditor should be absolutely honest
for the sake of his own reputation and prosperity and for the
welfare of the client. “The value of the work of auditors is too
highly appreciated for it to be excusable for the auditor to emu
late the share pusher” [delightful word] “and attribute to his
work a value greater than it can be expected to possess.”

One of the most important features of
“Strike Suits” Should
the address was the emphasis which it
be Defended
laid upon the duty of the accountant to
fight strike suits. It is undoubtedly true that there have been
cases in which an accountant has acquiesced in the payment of
claims which should never have been paid. Most of us are in
clined to accept injustice if the amounts involved are not appall
ing. It is much easier to pay a small claim than to go to the
trouble of defending even when defense is absolutely just. This
sort of indolence or supineness merely encourages other litiga
tions, and every settlement of an unfair claim without defense
works an injury to the entire profession. On the other hand, if
every accountant would fight, at whatever cost or inconvenience,
every attempt made to extort from him damages or unjustified
compensation, that small but offensive portion of the community
which loves strike suits would soon learn that in the case of ac
countants, at least, these efforts will surely fail.

Some of the efforts of the federal and
state authorities to provide work and a
livelihood for the unemployed throughout the country may lead
to a general disruption of business and industrial conditions. No
one seems to be primarily responsible. It is rather the result of
an excessive liberality, which bids fair to cause the whole move
ment to do an infinite amount of harm. Dangers of this kind
always exist when anything in the nature of a dole is adopted.
Many extravagant tales are being told of wages paid to men who
are doing work which is largely unnecessary. We hear of men
engaged to tear down obsolete buildings on government property
and receiving for their services wages as high as $1.20 an hour.
It appears that men who are able to obtain classification as skilled
artisans are offered work and paid these high wages, when it is
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quite certain that they would have been glad to work for much
less money. The movement seems to be running to ridiculous
extremes, and the effect no man can foresee. A worker who is
unable to obtain employment should, if possible, be given an op
portunity to earn at least a living, but when we hear of men paid
the rate of wages which we have mentioned and when the work
itself is of doubtful value, it seems time to cry halt. One of the
adverse effects of this tendency to pay high wages for unimpor
tant work will certainly be a difficulty in inducing such men to
engage in gainful occupations in the ordinary course of industry.
As an illustration, the case of the farmer may be cited. When an
unskilled laborer is paid on government work fifty cents an hour,
it is improbable that the farmer will be able to obtain the men he
wants when he wants them at any rate of wage which he can
afford to pay. The working man who will become accustomed to
receiving fifty cents an hour can not be accused of any misconduct
if he prefers to work under the civil works administration and
thereby leaves his legitimate field of activity unpopulated. The
extravagance in the rates of pay, both to clerical and mechanical
staffs, is one of the inevitable results of permission to expend
money merely for the sake of spending it.

It may be that the purpose of the federal
and local authorities in paying these
higher wages is to place money in circu
lation, but it would be interesting to know where the money is
to be obtained to pay these wages. We are told that before
long the country will face a debt of about thirty-one billion
dollars, and we are also being told that there will be no increase
of federal taxation upon incomes. We know that it takes at
least a generation to pay for the expense of any war. Now,
in a time of what is described as national emergency, we are
thinking of laying upon posterity a burden which we have
been accustomed to believe was justifiable only when the form
of emergency which we call “war” was upon us. It is diffi
cult to understand what motive can animate either the federal
or the state governments in voluntarily paying men more than
they themselves would demand. Surely, there is no economic
truth underlying this policy. By all means let there be work for
the men who are unfortunate and can not find other employment;
but it seems clear that the sound principle would be to pay those
89
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men only what they themselves would be willing to receive and to
present every inducement for such men to take up their ordinary
callings at the first opportunity. We shall soon be coming into a
new season of agriculture. Business is said to be improving, and
doubtless that is true. Industry is beginning to awake. Yet the
great mass of the unemployed is being taught a lesson in false
economics which will bear bitter fruit. Of course, in the adminis
tration of all works of this enormous character there will be graft
and abuses of all sorts, but we are not astonished at that. The
thing which is quite incomprehensible to the ordinary man of
business, and probably to the so-called workers themselves, is the
gratuitous expansion of the wage scale when nothing of the kind
had been requested by the beneficiaries.

The Bulletin of the American Institute
of Accountants, published January 15th,
contained an impressive survey of the developments in the field of
accountancy during the year 1933. Generally speaking, that
year was one of the worst for business and industry through which
this country has passed. The depression which was prevalent
throughout the world began to lift in many countries, but America
lagged behind for various reasons, some known and some un
known ; and therefore it might reasonably have been expected that
the accomplishments of the year, so far as accounting was con
cerned, would be inconsiderable. The truth is that the year was
marked by many important developments, some of which will
have a lasting effect upon the progress of the profession. Among
the most important accomplishments of the year was the action
of the New York stock exchange requiring independent audit of
listed corporations. In making the new rules which govern the
conduct of the exchange, the American Institute of Accountants
was frequently consulted, and suggestions of the utmost signifi
cance were made by representatives of the Institute. The enact
ment of the federal securities law placed a burden upon account
ants and all others who are involved in the issuance of securities
which, although extreme in the beginning, will doubtless be so
amended that the result will be beneficial to everyone. In vari
ous states the movement for the requirement of independent
audit of departmental accounts and clear statement of results of
operation gained momentum. Within the Institute itself, several
of the committees were unusually active and the achievements
90
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were eminently gratifying. As a whole, the result of the year’s
experiences is a better understanding of the meaning of account
ancy and the inculcation of sounder principles among the business
men of the country. It was not a year of great monetary profits,
but in point of common appreciation and knowledge of account
ancy it was a year of the utmost importance to the entire profes
sion. Now we are coming into a new year, and the progressive
development of the profession will continue, possibly at an ac
celerated pace. The future of the profession seems brighter than
ever; and, when we shall have emerged finally from the depths of
woe, accountancy will stand where it should stand—in the fore
front of progress.
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*
By Sir Nicholas Waterhouse
All of you are no doubt familiar with those fascinating mystery
stories at the end of which the brilliant amateur detective con
founds the painstaking inspector by pointing to the perpetrator of
the crime and at the same time to some small step which the in
spector might have taken and thereby have placed himself on the
sure road to discovery. When this denouement occurs it counts
for nothing that the inspector has taken all those steps which ex
perience has shown to be most likely to result in detection of such
a crime as has been committed, nor is it deemed relevant that to
have taken all the unlikely steps, one of which, as it turns out,
would have resulted in discovery, would have necessitated the
employment of men and time to an extent far beyond his re
sources. He is left to bear with what equanimity he can com
mand the tolerant superiority of the amateur and the more open
scorn of the minor characters in the story.
The feelings aroused in readers of such tales vary—some are
lost in admiration of the achievements of the brilliant amateur;
others feel a certain sympathy with the criminal whose well-laid
plans have been frustrated by the combination of a seemingly in
consequential error and the uncanny intuition of his nemesis; few
waste any sympathy upon the discomfited inspector. But among
those few (if it be true that a fellow feeling makes us wondrous
kind) should be found those readers who happen to be profes
sional auditors of accounts. For if they have been so fortunate
as to enjoy a considerable practice, they are almost certain to be
reminded of occasions on which they have vainly attempted to
explain the fact that a defalcation undiscovered by them has been
perpetrated in connection with accounts which have been sub
jected to their audit. At such a time the sufferer from the defal
cation is apt to be unable to see anything except the one fact that
an apparently simple step, involving perhaps no great amount of
work, would have led to the detection of the fraud. Patiently,
but with small hope of success, the auditor explains that the steps
which he did take would in ninety-nine out of a hundred cases be
* An address delivered to the London members of the Institute of Chartered Accountants in
England and Wales, January 18, 1934.
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more likely to prove effective, and that if he had done all the many
things that might possibly have unearthed the defalcation, the
scope and extent of the audit would have been extended beyond
all reason. Delicately he points out things which the client him
self or his staff might have done which would have made such a
defalcation impossible or resulted in its discovery.
The analogy is not perfect. In the mystery story it is not sug
gested that the unsuccessful inspector should be cast in pecuniary
damages for his failure or even that he should lose his position.
The auditor is lucky if he is not confronted with both these
suggestions.
In justice to one’s clients let me say that many of them, when
satisfied that the auditor has served them loyally and carried out
his duties conscientiously, are willing to take a reasonable view of
such a case. There are, however, exceptions, particularly in those
cases where to absolve the auditor from blame is to imply that the
directors themselves were negligent, or where the fraudulent em
ployee has been the subject of a fidelity bond and the insurer
refuses to accept liability until it has been proved that the auditor
has not been negligent. The professional auditor is then at a dis
tinct disadvantage and the case is made more delicate and difficult
for him by the fact that his principal asset is his reputation and
that resistance to the claim may result in damage to that reputa
tion, whether or not it results in a pecuniary liability.
Now, the lawyers may tell us that this is wholly a matter of con
tract, express or implied, and that it is for the accountant to see
that the respective rights and obligations of his clients, the in
surers and himself are defined to his satisfaction. I think that in
cases in which the auditor is retained expressly to make an inter
nal audit it is possible at the time of making the contract to define
his position in the unfortunate event of a defalcation taking place
and escaping detection by him. And, in passing, may I say that
he should not accept a contractual relationship under which he
may be held pecuniarily liable if he fails to live up to the standards
of effectiveness set by the heroes of detective fiction.
For the present, however, I should like to direct your attention
to the narrower question which is presented when the auditor is
appointed under the companies acts and assumes purely statutory
obligations. Since the question has not been settled by legal
decisions, and since I am not a lawyer, I am not going to under
take to define the legal position. I am going to put before you
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only the view suggested by my knowledge, inherited or acquired,
of the history of the law, and by my experience in the field of
business as well as in that of auditing.
The protection of a company against risks of fraud by its em
ployees, the detection of frauds which occur and the recovery of
whatever reparation can be obtained, are obviously purely ad
ministrative functions. The problem of safeguarding transac
tions is always a matter of weighing the risks of loss against the
costs of protection and, therefore, a matter lying wholly in the
field of business judgment. The detection of frauds is usually
most likely to be accomplished by continuous supervision which,
unless the volume of business is small, can best be given by per
sons regularly employed for that purpose. Indeed, modern
developments, and particularly the increased use of mechanical
devices, while resulting in greater economy, accuracy and expedi
tion in the field of bookkeeping, have undoubtedly made the
detailed audit which is not continuous and practically contem
poraneous with the transactions audited extremely difficult and
expensive.
It can not, therefore, be questioned that apart from the statute
the work of detecting fraud falls on the directors and on those
whom they employ. Nor is there, I think, the slightest ground
for a suggestion that the audit provisions of the companies acts
have in any degree changed this position.
The provisions of the companies acts relating to the duties of
auditors are of course familiar to you, but it may be desirable here
to recall the precise language in which they are expressed in
section 134 (1) of the act of 1929, as follows:
“The auditors shall make a report to the members on the ac
counts examined by them, and on every balance-sheet laid before
the company in general meeting during their tenure of office and
the report shall state—
“ (a) Whether or not they have obtained all the information
and explanations they have required, and
“ (b) Whether in their opinion the balance-sheet referred to in
the report is properly drawn up so as to exhibit a true
and correct view of the state of the company’s affairs
according to the best of their information and the ex
planations given to them and as shown by the books of
the company.”
The sole objective of the auditor’s work which is indicated is the
formulation by the auditor of an informed opinion on the question
94
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whether the balance-sheet of the company exhibits a true and cor
rect view of the state of the company’s affairs. This is a far less
onerous task than for the auditors to satisfy themselves as far as
possible (the limitation is inescapable) whether all the transac
tions of the company have been faithfully recorded and all funds
honestly administered.
Attempts are sometimes made to impose the more onerous
responsibility on the auditor by inference. The auditor must see
that the balance-sheet is exactly correct (so runs the argument)
and it can not be correct unless all the transactions are correctly
reflected therein: therefore the auditor must do everything in his
power to satisfy himself that all the transactions are honestly and
properly recorded. This argument not only overstates in its
premise the express requirements of the act, but in its conclu
sion violates the principles which govern the construction of
statutes.
If parliament had intended to impose the more onerous duty on
auditors, it would have done so in express terms: it would not have
defined the minor obligation and left the major obligation a mat
ter of inference. The contrast in this respect between the general
companies acts and acts such as the building societies act of 1874
or the friendly societies act, 1896, is striking and significant.
Section 27 of the latter act reads in part as follows:
“Sec. 27. Every registered society and branch shall once in
every year . . . send to the registrar a return ... of the
receipts and expenditure, funds and effects of the society or
branch as audited.”
“Sec. 26. The auditors shall have access to all the books and
accounts of the society or branch, and shall examine the an
nual return mentioned in this act, and verify the annual
return with the accounts and vouchers relating thereto, and
shall either sign the annual return as found by them to be
correct, duly vouched and in accordance with law, or
specially report to the society or branch in what respects
they find it incorrect, unvouched or not in accordance with
law.”

It would have been easy to embody similar language in the gen
eral company law, but this has never been done, no doubt for the
simple reason that it was not necessary to the accomplishment of
the purpose which parliament had in contemplation; viz., a rea
sonable measure of protection for members against deception or
other wrongful acts on the part of directors and officers. It was
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no part of this purpose to assign to the members and the auditor
appointed by them duties which properly belong to the directors.
The origin and development of the audit imposed by section
134 (1) of the act of 1929, which perhaps for the sake of brevity I
may allude to hereafter as the “official” audit, is fairly sum
marized in Spicer & Pegler’s Practical Auditing, 3rd edition, page
13, as follows:
“The fact that the whole control of the company was vested in
the directors rendered it necessary that some means should be
utilized of enabling the shareholders to be assured that the ac
counts presented to them by the board correctly represented the
state of affairs of the company and that the directors had not
utilized their position for the purpose of misappropriating the
funds of the company or using them for their private gains. It
was impracticable however for every individual shareholder to
satisfy himself on these points, for as a rule he was not possessed
of the requisite technical knowledge and the right of inspection
and enquiry could not be given to one shareholder without it being
granted to all. Consequently, it became usual for shareholders
to appoint one or more of their number to act as auditor or audi
tors of the company and to report to the shareholders on their
examination of the balance-sheet and accounts. Subsequently it
was found inadvisable to confine this function to individual
shareholders who might not be possessed of the requisite quali
fications, and it became usual to appoint professional auditors to
act on behalf of the shareholders generally.”
In discussions of this subject a statement by the late Professor
Dicksee is sometimes quoted to the effect that the object or scope
of an audit may be defined as threefold: (1) detection of fraud;
(2) detection of technical errors; (3) detection of errors of
principle.
This language, however, occurs in the course of a discussion on
auditing in its broadest sense, and when an accountant is specifi
cally employed to make a complete internal audit it is, I think,
applicable. It is, however, I suggest, wholly inappropriate in
relation to audits under the companies acts. Indeed, Professor
Dicksee goes on to say quite correctly: “The extent of an audi
tor’s duties depends entirely upon the express or implied contract
between himself and his client.”
I suggest that the scope of the official audit is rather:

1. To ascertain whether any balance-sheets or other accounts
submitted to members are in accord with the books of ac
counts from which they would ordinarily be made up.
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2. To reach by examination and enquiry a reasonably in
formed opinion on the question whether the books are so
kept that a true and correct view of the state of the com
pany’s affairs can be obtained therefrom.
3. To determine whether the directors and officers of the com
pany in preparing from the books the balance-sheets or
other accounts and submitting them to members have
dealt fairly and honestly with the members.
The duties imposed on the auditors by section 134 (1) in respect
of accounts other than balance-sheets are quite indefinite. The
auditors are not expressly required to examine any other ac
counts. If they do so they must report on them, but the nature
of the report to be made is not indicated as it is in the case of the
balance-sheet. Where, however, accounts are so closely related
to the balance-sheet as to constitute a part of the information
given to members in relation to the state of the company’s affairs,
the auditor will be wise to regard them for this purpose as a part
of the balance-sheet.
The auditor must not form his opinion lightly, but he is not re
quired to know everything that there is to be known about a
company before he does so.
The duty imposed on the auditor has remained substantially
unchanged from the enactment of the companies act of 1862
(table A) to the present time: there is nothing to indicate that in
the intervening seventy years the conception of the role of the
members’ auditor has been materially changed. It may be noted,
however, that changes such as the substitution of the word
“report” for the word “certify” do not suggest any enlargement
of the auditor’s obligation.
No one would propose that in the case of large undertakings the
auditors, as an incident to the determination of the state of the
company’s affairs, should undertake to duplicate the work done
by the internal auditing department of the company. The law
makes no distinction between large and small companies and the
only interpretation of the act capable of general application is that
it leaves the responsibility for the internal audit to the directors
and their appointees.
It is quite true that in the case of small companies the mainte
nance of an elaborate organization such as would afford adequate
internal checks might involve undue expense, and it is doubtless
generally true that in such cases economy and efficiency can best
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be combined by arranging for continuous or frequent checks of
the accounts by professional accountants. Moreover, the most
convenient and economical course for the directors to adopt will
usually be to retain for such a purpose the professional account
ants who act as statutory auditors of the company. But I sub
mit that there is a clear distinction between the work done by the
accountants upon the instructions of the directors, practically as a
part of the internal machinery of the company, and the work which
falls to them as statutory auditors. If in such a case a defalca
tion occurs and escapes detection, questions may arise concern
ing the liability of the auditors. The first will be whether there is
any liability in respect of their position as statutory auditors or
whether the liability arises from their employment by the directors.
In my view the question of defalcations arises in connection
with the official audit only incidentally in cases where one effect of
the defalcation is that the balance-sheet (or an account so related
thereto as to come within the scope of the auditors’ report) is in
correct to a material extent, as, for instance, where debts carried
as assets have in fact been collected and the proceeds appropriated
by the defaulter.
In considering the position of a statutory auditor in relation to
a defalcation, the vital question would seem to be whether a rea
sonable enquiry into the state of the company’s affairs would
have disclosed the over-statement and consequently the defalca
tion. If so, the auditor will no doubt be liable for the conse
quence of his failure to detect the over-statement of assets, but
the question will still remain how far the fact that if he had done
so further defalcations might have been prevented can properly
be taken into account in assessing damages against him.
It is difficult to see how any claim could be asserted where the
defalcations have been covered up in charges to expenses ac
counts so that the assets are not overstated and where the profitand-loss account shows a single figure of profit “after deduction of
all losses and expenses.”
The extent of the auditors’ liability arising out of employment
by the directors will turn on the nature of their contract.
A number of cases in which claims against auditors for non
discovery of defalcations were based on their contract of employ
ment have been before the courts, but I know of no case in which
such a liability has been asserted against an auditor in respect of
his purely statutory duties under the companies act.
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We are all familiar with the language in the decisions in the
London and General Bank case and the Kingston Cotton Mills case.
In those cases the auditors had been misled into making reports in
which, as subsequently appeared, the assets were grossly over
stated—a matter upon which they were required by the express
terms of the act to report. When it is recalled that even upon
this issue the court used such language as:
“He is justified in believing tried servants of the company in
whom confidence is placed by the company”;
“He is entitled to assume that they are honest and to rely upon
their representations provided he takes reasonable care”;
“Auditors must not be made liable for not tracking down in
genious and carefully laid schemes of fraud when there is nothing
to arouse their suspicion and when these frauds are perpetrated
by tried servants of the company and are undetected for years by
the directors”;
“Where there is nothing to excite suspicion very little enquiry
will be reasonable and sufficient and in practice I believe business
men select a few cases haphazard, see that they are right and as
sume that others like them are correct also”;

it would seem safe to assume that the court would not hold an
auditor to a higher standard of responsibility in respect of duties
which are not mentioned in the act and the assertion of which is
an attempt greatly to extend by inference the express require
ments of the act and to transfer to the appointees of the members,
duties and obligations which naturally and logically attach to the
directors and those appointed by them.
I should not like it to be thought for a moment that in my view
a statutory auditor need feel no concern as to the degree of effi
ciency of the protection afforded by the company’s methods
against defalcations by employees or that he should take no
steps to satisfy himself that the system is being carried out in
practice. On the contrary, an auditor, even if undertaking
nothing more than the official audit, should always examine the
methods of control and test their working before he accepts the
books as a basis for a balance-sheet which he proposes in his re
port to approve as exhibiting a true and correct view of the state
of the company’s affairs. An auditor who had signed a balancesheet which had been proved to be substantially incorrect and
sought to defend himself on the ground that the balance-sheet was
in accordance with the information and explanations secured by
him and was as shown by the books of the company would find his
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defence gravely compromised if it were demonstrated that the
accounting methods and control of the company were so lax and
inadequate that no reliance could properly be placed upon the
books.
Not only so, but while the auditor may properly refuse to ac
cept a pecuniary responsibility which does not justly attach to his
work, he has (if, as is now customary, he is a professional ac
countant) an obligation to make his work as valuable to his clients
as possible within the limits of his appointment. His expert sur
vey of the methods employed and the moral effect of intelligent
tests of the working of the system, restricted though those tests
may be, will exercise a valuable deterrent influence. I believe
that the purpose of the modern criminal law is to act as a deter
rent, the punishment of the individual being regarded as necessary
to this purpose rather than retributive. No one denies, just be
cause crimes are still committed, that the law and the police have
such an effect nor can the deterrent effect of audits be denied
because defalcations still occur.
The correct view of the relation of the shareholders’ audit to the
question of defalcations by employees is, I suggest, that it has this
by no means inconsiderable preventive value, but it involves no
sort of guaranty nor any undertaking to be responsible for the con
sequences if in a particular case such an audit neither prevents
nor discloses a defalcation. It should not be relied on to disclose
defalcations except so far as discovery would be a natural result
of any reasonably adequate enquiry into the state of the com
pany’s affairs. If the directors desire further protection in the
form of supplementary service by the auditor, the extent of the
protection and the corresponding liability become matters of
contract.
In the United States I believe there is no official audit, but the
question of the scope of an examination sufficient to warrant a
report by auditors, somewhat similar to that called for by our
statute, has received considerable attention in recent years. As
early as 1917, the question what examination was sufficient to
justify certificate of a balance-sheet for credit purposes was con
sidered by the federal trade commission (a body somewhat
analogous to the board of trade) and by the federal reserve board
(which supervises the federal banking system) and a pamphlet
was issued by the latter body in that year and was revised in
1929. During the current year the New York stock exchange has
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indicated that it regards the scheme of examination outlined in
that pamphlet as justifying certification of the balance-sheet for
submission to shareholders. It is interesting to note that in the
first paragraph of this pamphlet it is stated that the procedure
outlined “will not necessarily disclose defalcation,” so that ap
parently the view in America is that an examination which is not
sufficiently extensive to ensure the disclosure of defalcations may
be entirely adequate as a basis for reporting to shareholders
whether a given balance-sheet exhibits a correct view of the finan
cial position of the company. Anyone who has read the pam
phlet will, I am sure, share that view.
What, then, should be the nature of the contract between the
company and the auditor? Obviously, there must be a wide
range in the scope of usefulness of the professional auditor in vary
ing circumstances. The principal determining factors are, per
haps, the size and number of individual transactions and the
extent of the internal audit. A company with a small staff enter
ing into a relatively small number of important transactions may
prudently instruct the auditor to make the most complete veri
fication possible. Conversely, a company with a large staff,
entering into a larger number of relatively small transactions,
should rely mainly on a proper subdivision of work and internal
audit and ask the auditor to do no more than to satisfy himself
thoroughly of the theoretical effectiveness of the internal system
and make such tests of its practical working as will convince him
that it is being made effective in practice. Between these limits
varying degrees of completeness in the work of the auditor may be
appropriate.
Naturally the fee and the degree of responsibility assumed must
both vary as the audit is more or less extensive. And on this
point I should like to say a word of caution to the practising ac
countant and especially to those beginning practice.
We sometimes hear complaints that after a defalcation has been
discovered clients take a view of the extent of the work which the
auditor should have performed which is far more comprehensive
than that which they took when instructing him and arranging
the fee. The auditor should avoid the corresponding unfairness
of leading his client to expect a greater degree of protection than
the procedure he proposes to adopt will in reality afford. Today,
the value of the work of auditors is too highly appreciated for it to
be excusable for the auditor to emulate the share-pusher and at101
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tribute to his work a value greater than it can be expected to
possess.
However extensive his work, an auditor should not be expected
to agree to assume a pecuniary responsibility for losses which
might have been avoided had he discovered a defalcation which
for a time escapes detection, without regard to the amount of the
loss or to the ingenuity of the methods employed by the defaulter
or to the fact that the directors or employees of the company may
by their acts or negligence have contributed to the successful
concealment of the irregularities.
This is essentially a risk to be covered by an insurance, the
amount of which is predetermined and the cost or premium com
mensurate with that amount. The audit should greatly reduce
the risk and therefore the necessary premium, but it should not
be regarded as in the nature of insurance or reinsurance.
It is an entirely mistaken notion, which is, however, held by
some people, that an auditor is legally liable for the amount of any
defalcation which occurs after the date of an audit at which he
might have discovered that one was being perpetrated, without
regard to the difficulties of detection or to the extent to which the
directors may have contributed to the loss by their acts or negli
gence. No cases involving this question have, I believe, reached
the higher courts, but in the London Oil Storage Company case
(1904) it was considered very carefully. That case was tried by
Lord Alverstone, and Mr. Rufus Isaacs (now Lord Reading) was
counsel for the auditor. The neglect complained of was failure
at any time to verify a petty-cash balance which over a period of
years had increased from about £100 to nearly £800. It was
thus a step which might be regarded as incidental to a determina
tion of the state of the company’s affairs. The auditor was ap
pointed under the articles of association, which were rather more
stringent than the provisions of the present statute. In his
charge to the jury, the lord chief justice said:

“The conduct of the directors is no answer to any breach of
duty by the defendant, but it is a circumstance you must take
into consideration, because if you are of opinion that the loss was
occasioned by a man stealing the money in consequence of there
being a want of proper control over him, then the fact of there
being a breach of duty by the auditor is what we lawyers call a
4 causa Causans ’ which contributed to but would not be the cause
of the loss. I do not know that I ever remember a question the
solution of which was more difficult in the concrete. It is easy to
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put it in general terms: Was he guilty of breach of duty, and if so,
what loss was occasioned to this company by that breach of duty?
You must not put upon him the loss by reason of theft occurring
afterwards or before, but you must put upon him such damages as
you consider in your opinion were really caused by his not having
fulfilled his duty as auditor of the company.”
The jury found that there was a breach of duty extending over
four years, but they assessed the damages at only five guineas, add
ing that they considered the directors to have been guilty of gross
negligence. In the course of the subsequent discussion of the
judgment to be entered, the lord chief justice said:
“It was not a case in which Mr. Hasluck had said (as he might
have said quite honorably, I think): ‘My clerk was careless but
the directors so acted that it caused the company no damage.’ If
that had been the way the case had been fought, I think Mr.
Isaacs’ contention would have been unanswerable, and that the
action ought not to have been brought.”

In one of the decisions of our court of appeal which I have
already quoted the following sentence occurs:
“If there is anything calculated to arouse suspicion he should
probe it to the bottom, but in the absence of anything of that kind
he is only bound to be reasonably cautious and careful.”
I have been surprised to find this language interpreted as
meaning that when once an auditor’s suspicions are aroused he
must as a part of his statutory duty and without special compen
sation continue his investigations until he has found the truth,
however deeply it may be buried.
I do not think that many clients would take such a view. Most
of them would, I feel sure, be appreciative of the vigilance of the
auditor which had resulted in discovering the defalcation and be
content themselves to bear the expense of investigating its extent
and its effect on the state of the company’s affairs. In any case
it is satisfactory to find that Lord Alverstone lent no support to the
exaggerated view of the auditor’s duty, for, after quoting the
language above cited, he said:

“And apart from the circumstances of this case, I think Mr.
Hasluck made an answer which shows that he appreciated his
duty when he said, ‘Had I any reason to think that the amount of
cash retained at the city office was too much, I should have gone
to the directors and asked for an explanation: that would have
been my duty’; and so far as I may express an opinion, I think
that is a true view of what his duty would have been under the
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statute and the articles. He ought if his suspicion was aroused
by anything that was called to his attention, to have gone to the
directors and asked for an explanation.”

Some years ago an interesting American case was reported in
the Accountant. The auditors of a New York stockbroker’s firm
receiving an annual fee of not more than $2,000 were sued for
damages and at the end of the trial the judge finally left to the
jury two questions:
(1) Were the defendants negligent in the performance of their
agreement, and (2) If so, what damages to the plaintiffs resulted
directly and proximately from such negligence? The first ques
tion was answered in the affirmative, and to the second the jury
answered "$1,177,805.26."
Afterwards, however, the court set aside the answer to the
second question and directed a verdict in favor of the plaintiffs in
the amount of $2,000. Upon appeal, the appellate division of the
state of New York, by a majority of three to one, sustained the
decision of the lower court, and in doing so, said with regard to the
damages of $1,177,805:
“We think the damages can not be said to flow naturally or
directly from defendants’ negligence or breach of contract.
Plaintiffs should not be allowed to recover for losses which they
could have avoided by the exercise of reasonable care.”
The Court of Appeals of New York, a court which I believe
possesses an authority in America only less than the Supreme
Court of the United States, unanimously confirmed the decision of
the Appellate Court.
Quite recently, the court of appeals of Manitoba gave a
decision in an extremely interesting case (International Labora
tories Limited v. Dewar et al). In the court of first instance the
judge made a number of decisions adverse to the auditors which, if
they had been sustained, would, I think, have made a complete
reconsideration of the legal position of auditors inevitable.
The company was a subsidiary with no stockholders except the
holding company, and the audit arrangements had been made by
correspondence with the officers of the holding company and con
firmed by those of the subsidiary. The auditors had undertaken
a restricted audit, after warning their clients of the risks such
restriction entailed. The loss was covered by insurance, and it
was admitted that the suit was brought in the interest of insurers.
The defalcations were ultimately discovered by the auditors, who
104

Liability of Auditors

were instructed by the company to investigate the records and
determine the amount stolen.
The trial judge, that is, the judge of the court of first instance,
dismissed the correspondence from consideration, holding that it
was ineffectual to relieve the auditors of a duty which was imposed
on them by the statute, the proper performance of which would,
in his view, have resulted in the prompt discovery of the defalca
tions in the first year in which they occurred, that the auditors
were consequently liable for the amount of all subsequent de
falcations and that the insurers were entitled to recover upon the
principle of subrogation. How extreme were his views on the
responsibility of auditors may be judged from a single sentence
quoted from his decision:
“When the defendants assumed their duties and continued to
carry them out from year to year, the necessity for special vigi
lance by the plaintiff as against its employees was removed.”
Fortunately for the profession, and as I think, for the business
world also, the appeal court disagreed with the trial judge on his
law as well as on his interpretation of the evidence. With one
dissentient out of five judges, that court completely reversed the
decision of the court below and decided the issues in favor of the
auditors, both on the claim and the counter-claim for services in
investigating the thefts. The dissenting judge would have found
for the plaintiff on certain items constituting about one-third of
the total claim.
All of the judges founded their decisions on the contract created
by the correspondence. With the exception noted, all agreed that
there was no breach of duty under that contract. Since this
conclusion disposed of the case, all further observations are in the
nature of obiter dicta. Nevertheless, it seems worth while to
quote the two following excerpts:
“The liability sought to be imposed on the defendants is, in this
view, based on the failure of the defendants to protect the plain
tiff from its own negligence.” (Trueman, J. A.)
“There is a certain minimum of control which every firm is
bound to exercise over the operations in its office and which the
auditors will properly assume to have been exercised.” (Prender
gast, C. J.)

I do not think that the burden placed on the auditor is un
reasonable, in theory, even under a contract express or implied
that required from him far more than the official audit. He is
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required to display only reasonable skill and reasonable diligence :
he is not liable merely because he fails to discover a most in
genious fraud and if the primary cause of the loss is negligent
administration, his liability will, in law, be relatively small.
What, then, are the reasons that make the question of liability a
serious one?
The first is that, as stated by Lord Alverstone in the passage
which I have already quoted, it is easier to define the auditor’s
liability in general terms than to deal with the question concretely.
Consequently, the auditor is in the hands of a jury, and unless
their decision is quite unreasonable it will not be interfered with.
The second is that the question whether a fraud might have been
discovered by reasonable skill and diligence is apt to take on a
very different color when the fraud has, in fact, been discovered
and the means by which it might have been unearthed earlier have
become apparent. It is too much to expect of jurymen that they
should be able to put themselves back into the position of the
auditor before the discovery had been made. In the third place,
the question what constitutes reasonable skill and diligence is
always a difficult one. The courts have indicated that such a
question can best be answered by ascertaining whether other skilled
persons would have regarded the procedure actually followed as
adequate or whether they would have done something more which
would have prevented or reduced the loss. It is easy to be
wise after the event, and an expert may be prone to think that he
would have done what as it turns out would have been effective;
or, on the other hand, he may find it embarrassing to say that he
would have done something which another expert, whom he re
gards as equally competent, did not do. Answers to hypotheti
cal questions after the event are not a very satisfactory basis
on which to have to depend for a decision whether a loss which
may be disastrous is to fall upon an auditor.
Undoubtedly, however, the consideration which adds most to
the seriousness of the question of the liability of an auditor is that
he has much more to lose than the person asserting the claim
against him and that claimants can not fail to be aware of this
fact. The mere fact that a suit for negligence is brought against
him is apt to prove injurious whatever the outcome may be; and,
if he loses, the damages and costs may be out of all proportion to
any compensation he has ever received. There is no doubt that
recognition of these facts has led to claims being made and paid
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that could scarcely have survived scrutiny in a court of law.
It follows, I think, from the foregoing that the remedy for un
satisfactory conditions lies not in changes of the law but mainly
in ourselves. If we are careful what contracts, express or im
plied, we enter into; if we do our work with reasonable compe
tence and diligence; if we make up our minds to face the trouble
and annoyance which resistance to unfounded claims will some
times entail, we have little to fear.
I think, however, that the organized bodies of the profession
should do something to place the relations between clients,
insurers and auditors on a more satisfactory footing. In the
Manitoba case which I have mentioned, Mr. Justice Robson said:
“Much has been said about subrogation and suggestion that
the insurers now have a right through plaintiff against defendants.
I fail to see anything of the sort in the relationship of the parties.”
If this is not the legal position in England steps should be taken to
make it so, and I should suppose that this could readily be ac
complished by appropriate wording in contracts of insurance.
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*
Statements
By W. A. Paton

The topic assigned to me, “Shortcomings of present-day finan
cial statements,” has perhaps been worn rather threadbare by
much discussion. It is a well-recognized fact, however, that
there is much confusion of mind, even among those closely in
touch with business affairs, with respect to the fundamental prin
ciples and concepts underlying financial statements, and that
modern statement practice, even as exemplified in the periodic
reports of leading corporations, could be greatly improved. And
under such conditions there is some excuse for an occasional critical
survey of the field, notwithstanding the fact that this may involve
the reiteration of numerous points which are commonplaces to
experienced accountants.
To illustrate the prevailing confusion of mind as to fundamen
tals may I refer to an account appearing in the Detroit Free Press,
issue of September 13th, this year, dealing with the question of the
eligibility of banks for admission to the insurance pool, which
attributed to Walter J. Cummings, chairman of the board of
directors of the Federal Deposit Guarantee Corporation, a very
remarkable conception of the balance-sheet. The following is an
excerpt from the newspaper story:
Requirements Eased Somewhat
The directors of the Guarantee Corp. have evolved a more elastic interpre
tation of solvency for application in determining a bank’s eligibility than was
used in opening closed banks. Their first concern will be to see that no bank
is admitted that will be a potential drain on the insurance pool.
Liquidity will not be considered, says Walter J. Cummings, chairman of the
corporation’s board. The test will be whether the bank in question has suffi
cient resources to meet its liabilities. Instead of requiring that assets be
sufficient to pay depositors and other creditors, a bank will be ruled admissible
if assets and capital combined will do this.

I think you will all agree that if Mr. Cummings can increase the
resources available to meet bank liabilities by combining total
assets and capital he is nothing short of a wizard.
As an example of the fact that statement practice in the case of
the rank and file of American enterprises is not always what it
*An address delivered at the annual meeting of the American Institute of Accountants, New
Orleans, October, 1933.
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should be I shall call your attention to a weird concoction issued
by a small insurance company:
--------------------------- Insurance Company
Condensed statement as of December 31, 1932
Income
Total assets at close of business December 31, 1931
Total income for year 1932....................................

$117,967.26
28,994.39
$146,961.65

Disbursements
Losses and loss adjustment expenses..................... $ 10,890.76
Management and directors’ fees.............................
6,000.00
Printing, advertising, postage, office expense and
rent...................................................................
5,748.19
Car account and establishingagencies....................
1,231.14
Auto purchase account...........................................
1,815.00
Agency commissions...............................................
5,563.55

$ 31,248.64
Assets
Reserve for losses.................................................... $ 10,193.83
Reserve for unearned premiums.............................
9,874.60
Reserve for security value fluctuation....................
8,500.00
Bills receivable (non-admitted)..............................
15,668.93
Surplus.....................................................................
71,475.65

$115,713.01

$146,961.65

It would be difficult to imagine a more jumbled layout of account
ing data than the above. The use of red (italic) figures for the
footings is a crowning technical touch.
What I have to offer is merely a series of observations with
respect to the present weaknesses of financial statements, organ
ized under three more or less distinct heads, as follows:
1. Form and content of balance-sheet.
2. Form and content of income sheet.
3. Possible lines of development.
Form and Content of Balance-Sheet

Asset valuation accounts. Improper presentation of contra
valuation accounts is still a familiar shortcoming in balance-sheet
arrangement. With respect to allowances for accrued depre
ciation and similar estimates, it is true, practice has been improv109
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ing decidedly in recent years, due in considerable measure to the
influence of leading firms of public accountants. Most large
companies in the manufacturing field now exhibit depreciation
reserves as modifying elements on the asset side. In the public
utility field, on the other hand, most enterprises adhere to the
older practice of treating such accounts as surplus items or re
serves on the liability side. This contrast in procedures, it may
be added, does not indicate fewer or less effective accountants in
public utilities than in manufacturing; the explanation of the
attitude of the utilities lies rather in the problem of rate regula
tion.
Although the treatment of estimates of accrued depreciation as
offsets to assets has become standard practice, almost never are
these estimates presented in the balance-sheet in a fully satis
factory manner. The well-nigh invariable procedure is to show
depreciation reserves as a deduction from an amalgam of de
preciable and non-depreciable values, as follows:
Land, buildings, machinery and equipment at manufacturing
plants, service warehouses and sales offices, at cost............. $27,455,593
Less reserve for depreciation.....................................................
11,163,778

$16,291,815

Admitting the need for condensation in published statements it
can still be insisted that the situation is not adequately displayed
unless the extent of the estimated depreciation is shown in relation
to the cost or other basic value subject to depreciation; and this
requires the segregation of land and other forms of property which
are deemed to be non-depreciable.
Objection may also be raised to presentations in which it is
impossible to distinguish depreciation from allowances for de
pletion, amortization or other forms of write-down. Where two
or three internal columns are employed it requires only four or
five lines to show separately the status of: (1) land and similar
assets; (2) resources subject to depletion; (3) buildings, equip
ment and other depreciable assets; (4) patents or other intangibles
requiring amortization.
The foregoing implies that the showing in the balance-sheet of
net book values only—a practice followed by a few companies—is
unsatisfactory. Perhaps one is not justified in criticizing this
procedure very severely, but it does seem to me that it is not
commendable, at least in so far as the fixed assets are concerned.
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To deduct depreciation reserves and similar accruals from the
gross values, reporting only the residual figures, gives an air of
precision and finality to what are at the best nothing more than
careful estimates. The practice also leaves the reader of the
statement completely in the dark as to the status of the plant and
the company’s policy with respect to it. It is much better to give
candid expression to the actual situation, thus permitting the
reader, on the basis of a summary of all the available data, to
formulate his own final opinion. In reporting the cost of the
existing property together with the write-down which has been
accrued to date the company is in effect saying to all interested:

“Here is what we have invested in those depreciable plant
assets which are still functioning and here is the amount which in
all the circumstances it has seemed advisable for us to extinguish,
as operating costs or as losses, up to the present time. The net
balance, subject to the question of salvage, is the amount which
we feel can reasonably be charged to future operations as a meas
ure of the service of these assets to the future.”
One other matter should be mentioned before leaving this sub
ject of the exhibit of fixed asset values and the modifying reserves.
Whatever our individual opinions may be as to the merit of ap
praisals, and the advisability of adjusting accounting records and
statements in the light of data made available by appraisers, we
can all agree that if appraisal data are to be recognized in the
statements the disclosure should be clear and complete. And yet
this is seldom done in practice. The following illustrates the
typical presentation:
Property, plant and equipment (values are based on cost or
on field surveys by company’s engineers, supplemented
where necessary by independent appraisals, with subse
quent additions at cost)................................................. $159,188,276.50
Less reserves for depreciation............................................
60,509,943.49
Net property, plant and equipment..................................

$ 98,678,333.01

It would be much more illuminating, of course, if the amount of
cost were first shown, together with the amount of the deprecia
tion reserve applicable to cost, and the amount of enhancement or
write-down resulting from the appraisal, with the modifying de
preciation adjustment, were displayed as a supplement to the cost
data. A diligent search of published reports over a period of
years, however, has failed to disclose a single ideal presentation.
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The following is one of the few efforts I have noted which indi
cated a desire to present the entire story:
Property, plant and equipment, at original book values........
Less reserve for depreciation.................................................

$4,293,014.93
1,074,555.74

$3,218,459.19
Appreciation resulting from appraisal by the-------- appraisal
company..............................................................................

584,468.90

Appraised sound value, plus subsequent additions at cost
less depreciation.............................................................. $3,802,928.09

Treasury securities. Another class of contra valuation ac
counts consists of those which modify primary liability or other
equity balances. Current practice is decidedly weak with re
spect to the handling of such accounts in the balance-sheet. The
most common account of this class is that which shows treasury
securities—stocks, bonds or notes. The cost or par value of such
securities is often displayed as an asset under the general title
“investments” or a similar caption, and in the case of bonds and
notes acquired under debt retirement programs the “sinking
fund” prominently displayed as a first-class asset, in the pew
adjoining cash and the other sanctified current items, is often
wholly or largely composed of the obligations of the reporting
company. About fifteen years ago The Journal of Account
ancy published a paper of mine in which was presented what I
still believe was a fairly convincing argument in support of the
proposition that all securities in the hands of the obligor or issuing
company, whatever their origin or method of acquisition, were,
like corresponding securities which had been authorized but never
issued, nothing more nor less than contra valuation items, and
should therefore be shown as deductions from the primary ac
counts on the liability side instead of being listed among the
assets. Apparently my story has made little impression on prac
tice, which need not be surprising to any one. At the same time
the proposition I have referred to has its supporters. The
classifications and statements prescribed by the interstate com
merce commission have always required the enterprises under the
commission’s jurisdiction to treat treasury securities as contra
equity accounts. The bureau of internal revenue has consistently
refused to interpret any form of treasury stock as an element of
invested capital. And in a number of published statements of
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industrial concerns one finds treasury securities excluded from the
asset side of the balance-sheet.
It would not be appropriate here to attempt to reproduce at
length the arguments on either side of this treasury-stock and
treasury-bond question. Let me say, however, that I am con
vinced that many accountants have been misled is this matter by
legal technicalities which have very little significance as far as
sound statements are concerned. Whether a security has been
legally canceled or not, as Lyon pointed out years ago in his
Corporation Finance, has no serious bearing on the question of its
effective status in the financial statement of the issuing company.
Some have also been misled by taking too seriously the proposi
tion that if money is actually paid for stocks or bonds they must
represent assets, even if they consist of the securities of the buyer,
on the ground that anything for which money is voluntarily paid
constitutes valid property. The difficulty can be readily resolved
by bearing in mind that funds can be expended to retire capital
equities, either temporarily or permanently, or to reduce effective
outstanding indebtedness, as readily as to incur costs or to acquire
assets. The man who retires his note at the bank, for example,
can presumably take advantage of his “line” of credit and reissue
such note, in effect, at a later time if he so desires, and undoubt
edly he “pays” for the note when he takes it up, but it would
never occur to him that either feature of the case would justify the
treatment of the note, while in his possession, as an asset. No
more should the corporation, which, acting in the dual capacity per
mitted in some jurisdictions, “buys” its own outstanding securi
ties, recognize the cost thereof as a valid asset in its balance-sheet.
Security discounts. A third class of valuation items often
poorly handled in the balance-sheet consists of security discounts.
Discount here should be defined as the difference between the par,
face or maturity value of the security issued and the amount of
cash or its equivalent actually contributed to or turned over to the
corporation by the first bona-fide owner of the security. As you
all know the usual treatment of discounts consists either in bury
ing them in property over-valuation or in setting them up as an
asset in combination with miscellaneous items under “deferred
charges” or some similar head.
In the case of stock discount it has been long contended by Hat
field and other careful students of accounting procedure that
there is no justification for the view that this factor constitutes
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an asset and that such discount should accordingly be exhibited in
the balance-sheet as an offset to the stated par value of the out
standing stock. It is true that the excess of par value over the
amount contributed by the original stockholders is—to the extent
that it is legally assessable—a type of contingent asset, but again
it should be insisted that a sharp distinction must be drawn be
tween the mere possibility of raising funds under very special and
rather remote conditions (and after the taking of very definite
legal steps) and recognizable assets. In general, contracts and
relationships which are wholly unperformed by all parties con
cerned do not give rise to definite assets and liabilities, notwith
standing their importance from the legal standpoint.
Many corporations in the past have avoided the appearance of
stock discount by making their stock nominally fully paid and
non-assessable by issuing it originally against property at an in
flated valuation; and in general no serious legal difficulties have
been thrown in the way of this procedure. Where this is done the
“water” is covered by apparent assets in the balance-sheet and to
the extent that such values are subject to depreciation or amorti
zation the expenses of ensuing years are correspondingly padded.
In those cases in which a legal discount is involved, the practice
has been to include the amount of the discount as a special item on
the asset side, that item being later written off against earned sur
plus as surplus became available. To treat stock discount as a
current expense or as a deferred charge to operations is obviously
improper. One large company in 1919 charged an item of stock
discount amounting to over $160,000 to general expense and had
the naïveté to set this charge up as an allowable deduction in its
federal tax return. The commissioner of internal revenue natu
rally objected. It should be noted, however, that this is the same
type of blunder as that which is involved when stock discount is
set up as a deferred charge to operations and is written into ex
penses over a period of years. Further, if stock discount—an
amount of nominal capital which has not been raised—is care
lessly confused with underwriting costs and other organization
costs—expenditures for services actually performed—and it is the
policy of the concern to write off its organization costs in a period
of two to five years, the result is a definite and inexcusable padding
of operating expenses. This error is not uncommon and flows
directly from careless analysis and slipshod balance-sheet pres
entation.
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It is to be doubted if the recommendations of academicians as to
the treatment of stock discount will ever make much headway
as far as actual practice is concerned, especially in view of the
rapid development of no-par stocks, so-called, and the consequent
waning importance of the phenomenon of discount. It does
not follow, however, that these recommendations are unsound.
With respect to discounts on bonds and similar securities the
universal practice is to treat the amount of the discount, usually
amalgamated with the underwriting and other issuing costs, as a
deferred charge to operations. This treatment is erroneous, as a
bond discount—the difference between maturity value and the
amount of money paid into the corporate treasury by the bond
holders—is no more an asset than is stock discount. To rule
otherwise is equivalent to saying that the amount of property
received by a corporation incident to the issue of bonds is always
equal to the par or maturity value, regardless of the amount of the
discount; and this is tantamount to denying the fact of discount.
That is, if bond discount is a true asset, then a corporation issuing
bonds always receives 100 cents (the cash or other property plus
the amount of the discount) for each dollar of par value issued—a
manifestly absurd proposition. The proper initial treatment for
such discount is to set it up as a contra on the liability side, thus:
First mortgage, 6%, bonds, due in 1943:
Amount due at maturity...........................................................
Discount due at maturity...........................................................

$1,000,000
50,000

Net amount paid in by bondholders.........................................

$ 950,000

This treatment has of course long been recognized as the correct
one by all actuaries, including one who was also an outstanding
accountant, Colonel Sprague. It is a rather sad commentary on
the logic of accountants in general that they all persist in present
ing bond discount on the balance-sheet as an asset.
I will cheerfully admit that no serious harm flows from the
traditional accounting treatment of bond discount. We all agree
that the item must be systematically accumulated through the
life of the bonds as an adjustment of the interest charges; and it is
quite evident that the equity of the stockholder—that all-impor
tant element—is in no way affected in our statements whether we
treat unaccumulated bond discount as an asset or as a contra to
bonds-par. Further, distinguishing bond discount from the under
writing cost is not a matter of grave moment as the underwriting
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cost must also be extinguished during the life of the security (al
though it is not entirely satisfactory to include amortized under
writing charges, amalgamated with an element of discount, in
periodic interest charges). It happens to be one of those cases
where the correct treatment has only minor advantages over the
wrong treatment. On the other hand we did have a case in
Michigan a few years ago where the state authorities, accepting
a taxpayer’s balance-sheet—which included a large item of bond
discount as an asset—as a correct picture, levied a tax which
would have been substantially less had the theory that bond
discount is a contra account rather than an asset been adopted.
There is one thing I wish we might agree to, and that is to dis
card the misnomer “prepaid interest,” substituting the actuarial
expression, “unaccumulated discount.” For over twenty years
I have been searching diligently for a genuine case of prepaid
interest and thus far have met with no success. Far from being
“prepaid interest,” bond discount is of course “unpaid interest,”
and what is more it is not paid until the very end of the contract.
On the theory that it is unwise in any field to continue to employ
preposterously inaccurate terminology we would do well to aban
don entirely our ancient friend “prepaid interest.”
Incidentally, I notice in a model balance-sheet for a lumber com
pany, appearing in the September, 1933, issue of The Journal of
Accountancy, the use of both prepaid interest (under “prepaid
expenses”) and bond discount (under “deferred charges”) as
captions on the asset side. It is difficult to see how both of these
captions can be used to advantage, quite aside from any question
of the interpretation of discount.
Deferred charges. This brings us to a consideration of a very
objectionable feature of most balance-sheets: namely, the use of
the heading “deferred charges” (also sometimes labeled “prepaid
expenses” or “unadjusted debits”) as a catch-all for a miscellany
of items, some of which have a rather dubious character. Grant
ing the need for summarization in statement presentation, it can
still be urged that care should be taken to avoid grouping widely
divergent elements under a single head, especially if this means
that balances about which there is any question are thereby
obscured. In this world of complex and shifting economic factors
accountants can perhaps be excused for failing to demonstrate the
absolute validity of this or that financial element of the business
enterprise; we are not living up to our possibilities, however, when
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we fail to make use of clear and discriminating descriptions. The
solution of many accounting problems, in other words, is simply
complete disclosure.
The classification of deferred charges in accounting reports is
used to cover a multitude of sins. Among the different types of
balances which have been found included in certified statements
under this head are the following:
1. Inventories of supplies of various kinds.
2. Advances or prepayments on account of insurance policies, leases, royalty
contracts, etc., and on account of ordinary payrolls.
3. Organization costs, underwriting costs, and other costs of raising capital
and launching the business.
4. Costs of experimentation and development.
5. Losses and deficits.
6. Doubtful claims and receivables and other dubious balances held in suspense.
7. Discounts on stocks and other securities.

If it is objectionable to aggregate such items under “deferred
charges” or some other noncommittal label, how should they be
handled? The answer is that each case should be considered on
its merits and disposed of accordingly. Inventories of supplies
can very reasonably be dealt with, through the use of a somewhat
more complete title, as are other inventories. It is true that sup
plies are not viewed as salable merchandise, but in general they
are as legitimate a current asset as are most classes of raw mate
rials and work in process. (I am assuming, of course, that a sub
total of cash, marketable securities and first-class current receiv
ables will be displayed under the broad division of current assets.)
Likewise all current prepayments and advances, redeemable in
the due course of operations in the form of services or goods,
should be grouped as a special type of current asset. Organiza
tion costs and all related charges should be shown separately on
the balance-sheet, clearly and fully described, and placed last on
the asset side (unless goodwill and other intangibles are involved
—in that case the intangibles may well be listed last). If these
charges represent bona-fide payments, on a cash or equivalent
basis, for legal services, underwriting services, etc. which have
been engaged on a competitive market and actually received, they
deserve a place in the balance-sheet and need not be viewed as a
dubious asset. After all, why is an unquestioned payment for
the essential service of securing the necessary capital any less an
asset than any other legitimate expenditure required in launching
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and equipping the enterprise? Such charges, however, attach to
the enterprise as a whole and are not assignable to any specific
tangible object. It should also be admitted, perhaps, that
organization and promotion costs are somewhat more subject to
padding and misrepresentation than are the costs of acquiring or
constructing plant assets. For these reasons the recommenda
tion is made that costs of this type be displayed separately and be
described fully. In fact, it would often be advisable to support
the balance-sheet item by a special schedule showing its composi
tion in some detail under such heads as incorporation fees, cost of
legal counsel, accounting, stationery and supplies, underwriting
charges, etc., and in any event the break-up in the ledger should
be along the lines indicated.
Costs of experimentation and development, the fourth item
listed above, have a questionable status in the balance-sheet,
because of the unusual degree of uncertainty as to the outcome
attaching to such changes and the practical difficulties in the way
of developing a reasonable plan of capitalization and subsequent
amortization. The use of the term “deferred charge” as a special
caption in this case is not altogether unreasonable, and if the
application of the term could be restricted to this class of charges
there would be some justification for its retention.
Losses and deficits and highly doubtful suspense items should,
of course, not be recognized as asset values in any circumstances.
Such balances should either be written off against income or sur
plus, or—if no income or surplus is available—should be deducted
from the capital account or, in the case of par value stocks, be set
up as a contra on the liability side. Discounts on stocks and
other securities as explained above, have no legitimate place on
the asset side but should be treated as contra items in relation to
the main security accounts.
Upon examination, then, of the several classes of balances
found in the balance-sheet catch-all, it appears that with one
possible exception the group can be broken down, and effectively
disposed of, without undue elaboration of the statement.
Capital and surplus. The proper presentation of the stock
equities is a matter of the first importance and most published
statements are sadly lacking at this point. Whose interest in
statements is more acute or more justified than that of the stock
holder? And what fact is of more significance to the stockholder
than a clear-cut picture of the amount of his equity as the ac
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countant sees the situation? In comparatively few balancesheets, however, are the accounts so arranged as to display
clearly the book value of the stock interest, and in many cases
the data are presented in such a muddled fashion that even the
trained accountant finds it rather difficult to make the compu
tation to his satisfaction.
Among the objectionable practices are:
1. Listing of capital stock and surplus accounts at opposite extremes of lia
bility side.
2. Combination of surplus and non-surplus reserves.
3. Failure to distinguish adequately between surplus reserves, asset valuation
reserves and liabilities labeled as reserves.

It would seem to be entirely reasonable to insist that capital
accounts, unappropriated surplus and true surplus reserves be
juxtaposed and that a total of the stock equity be taken and
prominently displayed on the face of the balance-sheet, sup
plemented, perhaps, by a calculation showing book value per
share.
Another objectionable feature of many statements is the ob
scurity resulting from the juggling of capital surplus on the one
hand and earned surplus on the other, with donated surplus and
surplus from appreciation sometimes thrown into the picture for
good measure. Either we should abandon the terms “capital”
and “surplus” in corporate statements, and be satisfied with a
conglomerate net-worth item, determined by subtracting the total
of liabilities from the recognized total of assets, or we should
exert every effort in the direction of attaching a definite and trust
worthy meaning to these expressions. Capital, according to the
common-sense conception, is the amount actually contributed by
the stockholders to the enterprise; surplus, by the same test,
measures the amount of earnings retained in the business. What
a blessing it would be if statement practice conformed to these
simple and widely appreciated definitions! In the actual situa
tion, however, the capital and surplus figures appearing in the
statement often have no effective meaning when taken individu
ally. As a result in particular of the manipulation of accounts
accompanying reorganization and recapitalization, the practice
of crediting a part of the original contribution directly to surplus,
and the transfer of additional slices of capital to surplus accounts
in revaluations, and the reverse practice of capitalizing surplus
through stock dividend issues and otherwise, the respective
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amounts of capital and surplus have lost all significance in many
cases.
It should be added that the responsibility for this condition by
no means rests solely on the shoulders of accountants. The fault
lies primarily in a structure of corporation acts framed by lawyers
not adequately grounded in accounting and finance. If the
whole matter lay within the power of the organized accountants,
I believe that simplification and rationalization of the capital and
surplus muddle would be not long in coming. I might say that I
should like to see the American Institute of Accountants draft and
sponsor a model corporation code, based upon sound financial
administration and good accounting practice, as I believe such a
move might have a decidedly beneficial effect on future legislation.
This brief discussion of the presentation of capital and surplus
has ignored many complications, including those introduced by
the use of preference issues. Where two or more kinds of stock
are outstanding, an ideal exhibit of capital and surplus, no doubt,
should show an assignment of value to each issue. To accom
plish this in a defensible fashion, however, is often very difficult
especially where special rights and conditions which involve sur
plus attach to the preference issue or issues. In some of these
cases, as Professor Hatfield once put it, “what man hath joined
together not even God himself can rend asunder.”
Summary of balance-sheet criteria. The following is a tabular
statement of the principal points to be observed in balance-sheet
construction:
As to general form
1. Title should include name of company, general caption and effective date.
2. Presentation of assets and liabilities on left and right facing pages is the
most common and satisfactory form provided adequate provision is made
for internal calculations, subordinate captions and subtotals.
3. Adequate descriptions, with references to any supporting schedules, should
appear in the body of the statement.
4. Full comments and qualifying explanations should appear in body of
statement or in footnotes.
As to asset side
1. Order should run from most highly current or realizable items to most fixed
and unrealizable.
2. Under current assets a subtotal of cash, marketable securities and first-class
current receivables should be displayed, and a total of all current assets
should be taken.
3. Reserves for bad debts and other offsets should be shown as deductions from
gross values, net balances being extended.
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4. Basis of valuation of inventories should be clearly indicated.
5. Sinking funds should appear as an independent item, between the current
and fixed groups. Such funds should not include the securities of the re
porting company.
6. Investments in affiliated companies and other long-term or non-marketable
securities owned should be shown as a separate item following the current
assets. The company’s own issues should not be included.
7. Under the subhead of “plant assets” non-depreciable items should be seg
regated and depreciation reserves should be shown as applying only to the
depreciable assets. The same point should be observed in the case of
depletion. Adjustments due to revaluation should be segregated, to
gether with any depreciation provision applicable thereto.
8. Organization and underwriting costs should be shown separately.
9. Intangibles should be shown separately, as a final item on asset side.
As to liability side
1. Current liabilities should come first, a subtotal being shown. A high degree
of condensation is justified here. So-called reserves for tax liabilities and
other definite liabilities should be included in this division.
2. The fixed liabilities should follow the current items. Great detail is not
required for most purposes. Bonds and notes in treasury or in special
funds should be treated as contra items. The same is true, ideally, of
discounts.
3. A total of all liabilities, both current and fixed, should be shown. (Few
statements meet this requirement.)
4. Reserve liabilities of an indeterminate character, such as reserves for work
men’s compensation, pension reserves, maintenance guaranties and the
like, should follow the typical liabilities as an intermediate group.
5. The stock equity should be prominently displayed under the sub-head,
“capital and surplus.”
6. Treasury stock and true discounts should appear as contras.
7. Subtotals should be shown for capital (including stock premium or capital
surplus) and true surplus. Under surplus the subheads of unappro
priated and appropriated (reserved) surplus should appear.
8. Surplus from appreciation should be segregated and a total of the stock
equity shown before inclusion of this element.
9. Where one or more issues of preference stock are outstanding a total of the
common stock equity should be shown, if the legal rights are such as to
make this feasible, as well as a final total of all stock equities.

Model condensed balance-sheet. The following is an outline
condensed balance-sheet which emphasizes in its form and ar
rangement some of the points listed above:
M Company
Balance-sheet of assets, liabilities and stock equity
As of December 31, 19—
Assets

Current:
Cash on hand and in banks...............................................
Marketable securities (basis of valuation indicated).......
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Notes and accounts receivable................................. xxx
Less: allowances for uncollectibles and other adjust
inventories of materials, supplies, work in process
and finished stock (basis of valuation indicated)......
Prepayments—unexpired insurance, salary advances, etc.
Investments in affiliated companies (basis of valuation). . .
Plant:
Land—cost.........................................................................
Land—appreciation............................................................
Buildings and equipment—cost.........................................
Less: allowance for accrued depreciation..........................

xxx
xx

xxx
xxx

xxx
xxx xxx
xxx
xxx

Organization costs (reference to supporting schedule)........
Patents, processes and trademarks........................................

xxxxxx
xx
xx

xxxx
Liabilities and Stock Equity
Current liabilities:
Accounts and notes payable.......................................... xxx
Payrolls, taxes, interest, and other accruals.....................
xx
Dividends payable.............................................................
xx
Advances by customers......................................................
x xxx

Long-term liabilities:
First mortgage, 6% bonds—
Amount due at maturity............................................ xxx
Less: unaccumulated discount.......................................
xx xxx
Total liabilities....................................................................
Capital and surplus:
Capital stock—preferred (details).................................
xxx
Equity of common stock
Capital stock—common (details)—
Par or nominal values................................... xxx
Premiums or capital surplus............................. xxx xxx

xxx

Earned surplus—
Appropriated (reference to schedule)........... xxx
Unappropriated................................................. xxx xxx
Less: cost of treasury stock, unassigned......................

xxx
xx

Surplus from land appreciation......................................

xxx
xxx xxx

Total net worth..................................................................
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Form and Content of Income Sheet

The use of the systematic income report has been greatly ex
tended in recent years, and there has been considerable develop
ment with respect to the technical form of statement employed.
In general the account form, with its array of more or less baffling
and undigested debits and credits, has been abandoned, and an
elastic analytical type of report has been substituted. At the
same time there is plenty of room for improvement in the typical
corporate income sheet, particularly with respect to arrangement
and emphasis.
Gross profit. In my judgment one of the shortcomings of the
traditional income report, as universally outlined in textbooks and
widely used in practice, is the emphasis upon the so-called “gross
profit” balance. In the trading field this figure measures the
excess of gross revenues or sales over the cost of merchandise,
including transportation charges and other assigned costs. In
manufacturing the term is applied to the excess of the total flow
of revenue (usually measured in sales) over the cost of materials,
direct labor and all other costs which have been assigned to manu
facturing operations by the cost accountant. It follows that in
manufacturing, in particular, the nature of the gross profit margin
varies with the character of the cost system.
My objection to the emphasis on this element is based, in the
first place, on the belief that the figure has so little significance as
to be almost worthless and that, accordingly, it should be given no
prominence in the general income report. Of what value is a
balance derived by deducting from revenues a particular type of
cost or expense? At any rate, of what peculiar value is such a
balance as compared with numerous other figures which might be
obtained by a similar process? In merchandising, for example, is
the difference between sales and the cost of merchandise as such
any more significant than the difference between sales and selling
costs? I see no reason other than tradition for giving a particular
type of cost a preferential position and treating the excess of
revenues over such cost as an element of peculiar financial im
portance.
In the second place, the stress on gross profit tends to irrational
thinking, on the part of the owners of the business as well as out
siders, which may lead to unfortunate results. “Gross profit” is,
of course, not profit in any proper sense. The use of the term,
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however, and its prominent display in statements often colors
the proprietor’s attitude and tends to prevent him from focusing
his attention sharply upon the all-important relation between
total cost of operation and revenues. There is, in fact, some
evidence that where the business man is thoroughly steeped in
the “gross-profit” concept he is more inclined to look favorably
on unsound pricing policies. In the case of the outsider, with
little knowledge of accounts, the emphasis on gross profit may
lead to the conviction that the business is making unwarranted
profits. Without much doubt the impression which many con
sumers have to the effect that profiteering is rampant in numerous
retail lines is fostered by comparisons of the cost of the merchan
dise or materials involved with the selling price of the finished
article. And in the hands of the agitator, gross profit data con
stitute a part of the ammunition employed in his campaign of
misrepresentation.
The accountant believes, supposedly, that all necessary costs of
operation are on precisely the same level so far as economic valid
ity and influence upon prices are concerned; and he should ac
cordingly not be guilty of presentations of data which convey
quite a different impression. It would be my recommendation
that no balance of any kind be struck in the income report until
all expenses of operation (not including, however, interest and
other charges which constitute a distribution of net earnings) have
been aggregated. The first significant balance to be displayed in
other words, is net operating revenue. This recommendation, it
should be understood, need in no way discourage the presentation
of a classification of expenses in as much detail as is desired or
expedient. The objection raised is not to the elaboration of cost
data but to the striking of intermediate operating balances having
little or no significance and unfortunately labeled.
I am willing to grant that in departmental statistics and reports
there may be some justification for the calculation of gross mar
gins. That is, if it is not feasible to allocate all costs involved to
the respective departments, and it is therefore not possible to
determine and compare final net revenues by departments, it may
be worth while to compute and study the intermediate balances
derived by deducting all assignable costs from departmental sales.
Even such calculations are less important than is commonly as
sumed, and marked caution must be exercised in reaching conclu
sions on the basis of departmental gross-profit data.
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Nothing that I have said denies the importance of calculating
and using operating ratios. But the determination of all the oper
ating ratios desired is in no way dependent upon the showing of
gross profit in the income statement, or anywhere else for that
matter. The ratio of the total cost of operation to total revenues,
or the ratio of any particular cost or group of charges to revenues,
can be readily ascertained and presented without any reference to
so-called gross profit.
I am glad to be able to add that a considerable number of large
corporations have in recent years abandoned the practice of strik
ing gross-profit balances in their income reports.
Depreciation. The exclusion of depreciation charges from the
operating expense group is still an exceedingly common practice,
and apparently a considerable number of public accountants are
quite willing to fall in line with the wishes of corporate manage
ments on this matter. I am one of those, however, who are
convinced that this practice is decidedly unsound and should not
be countenanced by reputable accountants.
Is depreciation an unquestioned cost of operation, on the same
fundamental level as current charges for materials and labor?
Or is it an optional charge, a quasi-imaginary element which we
can recognize or not as we please, or as business politics would
seem to dictate ? In his well-known work on accounting Professor
Hatfield answers this question very clearly and convincingly.
As he points out, the view that depreciation of plant assets is not
a genuine operating cost, on a footing with other charges, has no
real foundation. To refer to his example, the cost of the coal
burned by the locomotive is no more a cost of transportation than
the cost of the locomotive itself; and one is no more surely con
sumed in operation than is the other. One can also go a step
further and insist that the notion—apparently held by many sup
posedly sophisticated accountants—that depreciation is not an
out-of-pocket cost, like labor and materials, but is a “mere book
keeping entry,” is utterly ridiculous. Depreciation is an out-ofpocket cost; it represents actual expenditure, and the expenditure
represented is not in the future, as so many seem to think, but in
the past. The difference between labor cost, for example, and
depreciation, or building and equipment cost is not that the
former is an out-of-pocket cost and the latter a mere provision
for the future. The difference lies in the fact that in the case of
buildings and equipment the expenditure is required in advance,
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whereas in the case of labor the outlay is made currently. But
in both cases the expenditure is unquestioned and is actually
incurred prior to the recognition of the charge to operation. (I
am here following the conventional usage of including liabilities
incurred under the general term “expenditure.”)
Why can’t we all get together and agree that we are done with
tolerating the manipulation of the depreciation account by cor
porate managements interested in painting a special kind of pic
ture for the readers of their statements? Granting that the
amount of the periodic charge is an estimate and that no one can
demonstrate precisely what this amount should be, can we not
nevertheless refuse to cooperate in the complete omission of
depreciation from the income report, and can we not insist that
the minimum charge, whatever the amount may be, must be
deducted before there is any use of the term “net profit?”
Again it is gratifying to note that many of our outstanding cor
porate managements have not permitted themselves to be be
guiled, through these years of depression, by the various popular
schemes of radically reducing or of “ducking” entirely their
program of depreciation charges; and increasing numbers are dis
playing their depreciation charges, without quibbling, as operat
ing expenses.
Purchase discounts. Most concerns treat sales discounts, to
gether with returns and similar adjustments, as an offset to
nominal sales figures. On the other hand, many companies
adhere to the practice of displaying purchase discounts in the
income report as a special financial earning, not associated with
operation in the narrow sense. As an expression of my views on
this point, which correspond to those held by many other ac
countants, I quote a brief statement from the Accountants'
Handbook.
“The distinction between savings and earnings is a matter which is con
tinually coming up in accounting procedure. The outstanding example is the
question of the treatment of purchase discounts. Are such discounts an actual
earning, as many still insist, or are they merely an offset to nominal cost figures
which have been booked in gross in conformity with tradition and convenience?
Those who hold that such discounts are an earning argue that the discounts
taken through prompt payment of bills are an earning of the working capital
of the enterprise, a financial income akin to interest. Those on the other side
insist that such discounts represent merely a convention in pricing and billing
practice, and as such are cost adjustments.
“It seems clear that the proper interpretation of such discounts, in a great
majority of cases, is that they are credits to nominal costs. If the offering of
such discounts were an unusual and special occurrence, and advantage could
be taken of them only by concerns with unusually favorable financial position,
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there would be some justification for the other view. But, as a matter of fact,
the offering of cash discounts is a commonplace of business practice, a conven
tional habit of more or less doubtful origin, and the taking of such discounts
has likewise become a commonplace, to be taken for granted in the case of any
well-managed concern. In other words, the real price is regularly the net cash
price, and the matter is so understood by both parties. Indeed, if it were not
for the somewhat unfortunate practice of listing and billing in terms of gross
price, the amount of the discount being indicated more or less parenthetically
as a percentage, it would never occur to any bookkeeper to do otherwise than
book the net price. There is much to be said for a change in practice in bill
writing. If prices were listed and invoices written in terms of net cash prices,
with the amount of a penalty for unduly delayed payment clearly indicated,
it would be a great convenience in bookkeeping and might tend to make the
regular acceptance of discounts by the buyer still more of a commonplace rule
than it is at present. Or, as a compromise, the practice of the public-utility
companies in showing gross, amount of discount, and net amount—with the
last figure emphasized—might well be more widely adopted.”

Treatment of losses. How to display special losses, as opposed
to operating charges, has always been a moot question. The dis
tinction between a loss (an expenditure or collapse of value which
is not accompanied by a contribution to the financial welfare of
the enterprise) and an expense (an expired cost factor which has
contributed to the flow of revenues) is in principle entirely clear.
In practice, however, it is by no means always easy to draw the
line. In general, accountants favor the inclusion in operating
charges of all minor items the precise nature of which is more or
less debatable, and at the same time recognize the propriety of
charging conspicuous losses, obviously quite outside the scope of
the normal activities of the business, to surplus accounts. With
this recognition of a distinction between revenue and surplus
charges has come the development of the surplus analysis or
surplus statement as a separate schedule or report.
Of late many accountants have been recognizing that some
dangers are involved in these tendencies, especially in these days
where losses are the rule and managements are trying desperately
to bolster up appearances. It is objectionable, of course, to en
deavor to make a more favorable operating showing than cir
cumstances warrant by an unduly liberal use of the surplus
account, especially where the surplus analysis is omitted from the
regular report or is not prominently displayed. The solution ap
pears to lie not in giving up the distinction between expenses and
losses in reports but in a broad conception of the income sheet as a
complete statement of revenue, expenses, income allocations and
surplus. In other words, there is something to be said for discour
aging the development of the surplus analysis as a separate state
ment, and for the use of a combined income and surplus report
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which tells the whole story, concluding with the final surplus
balance as it appears on the balance-sheet, in one connected series
of data. To be effective in preventing improper presentation the
surplus account under this procedure must be conceived as in
cluding all surplus reserves which involve entries affecting profit
and loss in any measure.
Location of dividend charges. A score of years ago I heard a
statement by Henry Carter Adams which impressed me. This
statement was to the effect that one of the four or five most im
portant balances which it is the duty of the accountant to disclose
is the final addition to or deduction from surplus. If this state
ment is to be taken seriously the very common practice in the
income sheet of displaying dividends as a charge against surplus
rather than against current net is objectionable. I know that
surplus constitutes a sort of dividend reservoir (from the legal
point of view, at least) and that the appropriation of dividends
from surplus is recognized on all sides as perfectly good practice.
I also know that corporate managements dislike showing a red
figure in the income report, emphasizing the failure to earn divi
dend requirements currently. However, if we admit that the
purpose of the income report is to show the actual situation in the
most clear and discriminating fashion possible, must we not agree
that to “soft-pedal” the amount which must be drawn from past
earnings to meet current dividends is not the best practice?
Model outline form for condensed income sheet. The following
is drawn from the section entitled “Income Determination” in
the Accountants' Handbook:
M Company
Statement of income and surplus
for period Ended December 31, 19—
Gross sales or volume of business (classified or departmentalized
as fully as desired)............................................................... $...............
Sales adjustments discounts, returns, etc., and, possibly, regu
lar allowance for uncollectibles)..............................................
. .

Net Sales....................................................................................... $...............
Operating expenses (classified and supported as fully as desired)
....
Net operating revenue (from principal activity)................
Ancillary gross revenue.................................................. $ . .
Ancillary expenses..........................................................
. .

Ancillary net revenue..................................................................
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Total operating net revenue...........................................................
Special net income (interest, dividends, etc.)............................

Special net deductions (non-operating losses assignable to cur
rent period)...........................................................................

$

$

Total net income...........................................................................
Interest charges (classified and detailed as desired)..................

$

Net income before taxes..............................................................
Income-tax appropriation...........................................................

$

Net to stockholders........................................................................
Preferred dividends.....................................................................

$

Net to common stock................................................................
Common dividends......................................................................

$

Addition to surplus (or, in case of red figure, deduction from
surplus)................................................................................ $
Surplus at beginning of period............................... $ . . . .
Losses (not applicable to current period)..............

Surplus per balance-sheet.............................................................

Possible Lines

of

$

Statement Development

Two-section balance-sheet. The capital-account and current
account balance-sheet, a device rarely found in American ac
counting, has merits which have seemed to escape general atten
tion. One of the serious difficulties in balance-sheet presentation
is the problem of finding effective means of contrasting the two
very different groups of assets involved, the highly liquid and
readily realizable items on the one hand, and the dedicated cost
factors, realizable without heavy loss only through a long period
of successful operation, on the other. Balance-sheet practice
might be made more rational, and the inherent limitations of the
balance-sheet might be more widely understood, if the statement
were prepared in two distinct sections, one of which was restricted
—from the standpoint of assets—to the realizable resources.
Were this done the point of view prevailing in the preparation of
the current account statement, and in its interpretation, would
justly be that of present effective value in the face of possible
immediate liquidation. The capital-account statement, in con
trast, would be prepared without qualification from the going
concern standpoint and would largely ignore the question of
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liquidation values. In a separate capital-account statement, for
example, there would need be no hesitancy in showing organiza
tion costs and all other valid commitments as asset balances.
The basic difficulty in balance-sheet construction and interpreta
tion at present are the conflicting views and cross-purposes in
volved, and this difficulty might be largely obviated through a
development in the direction indicated.
Use of statistical methods. In preparing financial statements ac
countants should make more use of the familiar devices of the
statistician, especially index numbers; and I confidently predict
decided developments in this direction before many years have
passed. Although caught up in a legal system that tends to
restrict the application of the statistical approach the accountant
can nevertheless go far beyond his present efforts.
I have in mind in particular the possibility of reducing to a
common denominator accounting data originating on different
price levels. When one stops to think about the matter he finds
himself astonished that accountants have been so sluggish in deal
ing with this problem. Aside from the efforts of Mr. Sweeney
and one or two others there has been almost no systematic atten
tion given to this serious question in accounting circles. The
statistician, in presenting export and import figures, for example,
or any other series of financial data involving a number of years,
proceeds as a matter of course to make his figures more justly
comparable through the use of index numbers. The account
ant, in setting up comparative balance-sheets, and in other mat
ters, has been content to present unadjusted data.
As I intimated above, the accountant faces a peculiarly difficult
task in using index numbers because of the extent to which his
material involves contractual relationships, legal conceptions of
income and other complications. But that something can be
done to supplement our present forms of reports has been amply
demonstrated. And in view of what has been happening of late
to our monetary unit, and what may happen in the future, it
behooves us to “get busy.”
Depicting interrelations of funds. After blowing hot and cold
several times on the merits of the statement of funds as a supple
mentary type of financial statement, I have finally come to the
conclusion that this device has real possibilities and that its use
should be extended. Undoubtedly the ebb and flow of funds, im
plicitly and explicitly, is not fully depicted by the conventional
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income report and accompanying balance-sheet, and enough has
already been done with flow-of-funds statements to demonstrate
their effectiveness in portraying essential relationships and move
ments.
With respect to form, the funds statement is in need of further
experimentation. In particular an effort should be made to get
away from the conception of this report as two balancing sides,
analogous to the balance-sheet. A running form similar to the
income statement, and focused on some residual element such as
the change in net working capital, is to be preferred.
This type of statement also has possibilities in working out
implicit relationships not directly reflected in ordinary transac
tions. For example, there might be incorporated in a statement
of this kind an analysis of the composition of surplus from the
standpoint of asset values.
Cumulative reports. Among the developments in statement
practice which may be looked for in the future is the greater use
of cumulative reports. The typical business enterprise under
modern conditions is a living institution, a continuous organiza
tion. It is no longer a case of embarking on a voyage to the East
Indies, of returning with the spoils, and of dividing up and living
happily forever after. And it follows that an occasional snapshot
of a rather artificially conceived financial condition, accompanied
by glimpses of severed segments of activity, are rather inadequate
tools with which to limn the financial fabric of the business in a
vital fashion. As Justice Brandeis has pointed out, the ordinary
balance-sheet and income-sheet data are only tentative and con
jectural statements and can not be verified finally and fully until
the enterprise has run its entire course. It is to be expected,
therefore, that in their endeavor to improve the effectiveness of
their work accountants will give more and more attention to
presentations of data covering longer periods and having cumula
tive aspects.
For example, extension of the use of cumulative reports cover
ing the entire history of the company to date as seen from a cash
standpoint can be expected. Such statements are now occasion
ally employed by accountants (see example on page 132) and they
undoubtedly have a value in portraying the effects of the entire
range of the transactions of the enterprise. A complete historical
income report might be prepared similarly and be brought down
to date and issued once a year. Or it might be found even more
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helpful to issue cumulative reports covering the period of the last
three to five years. Still another variation, well worthy of serious
consideration in relation to the income sheet, is the cumulative
average report.
The cumulative report is not being suggested as a substitute for
the comparative statement (which undoubtedly should be con
tinued and further developed) but as another form of report which
would supplement the ordinary balance-sheet and income state
ment in a useful way.
Quincy Mining Company
General summary of receipts and expenditures from organization
to December 31, 1930
Receipts
From capital stock paid in.......................... $ 200,000.00
“
“
“ (scrip). 1,250,000.00
“
“
“ 10,000 shares increase..
700,000.00
“ 40,000
shares treasury stock........
500,000.00
“ capital stock 50,000 shares increase. . 1,250,000.00
“
“
“ 25,421 “
“
..635,525.00

$ 4,535,525.00

“
“
"
“

proceeds of copper and silver (765,477,355 pounds cop
per)...........................................................................
interest..........................................................................
profit on sale P. L. & R. Impr. Co. stock, etc.............
sales of real estate, Hancock, Michigan......................
instalment payments not completed............................

122,352,433.99
785,168.52
103,775.16
310,072.74
13,088.00

$128,100,063.41
Expenditures
For expenditure on location previous to 1856
42,097.98
“ expenditure on Quincy vein 1858, not
now worked..............................
55,000.00
“ openings on 3,800 feet Pewabic vein, ex
tending to portage lake, preparatory
to future work..........................
11,500.00
“ real estate and permanent improve
ments ........................................ 10,508,479.50
“ mining, smelting and marketing copper,
and all incidental costs............ 90,183,074.60
$100,800,152.11
Balance...............................................................................
Deduct dividends declared Nos. 1 to 127.............................

Balance as per statement on a preceding page.................

132

$ 27,299,911.30
27,002,500.00
$

297,411.30

Financial Statements of Oil Companies
*
By T. G. Douglas
The contents of this paper do not justify its preannounced title.
In the first place, it is manifestly impossible in the time available
to discuss, in sufficient detail to warrant their mention, the wide
range of subjects implied in the title—such, for example, as the
basis of providing for depreciation of producing equipment and
the basis of valuing inventories. Upon those two subjects alone
there exist, and not without reason, wide differences of opinion
between equally competent and well-informed groups and any
discussion would lead into the entire field of cost accounting and
by no means ignore the field of economics—to say nothing of the
possibilities inherent in the subject of valuation of producing
properties and its corollary, depletion.
It is, therefore, proposed to confine the present discussion to a
consideration of some of the more important matters which
should be disclosed in the financial statements in order that the
reader may have adequate information concerning them. As
these matters are by no means peculiar to oil companies, the title
of this paper is again belied.
However, it is believed that a discussion of these matters is par
ticularly timely in view of the action recently taken by the New
York stock exchange, the New York curb exchange, and other
similar bodies looking to what might be termed more adequate
disclosure of the bases upon which financial statements have been
prepared.
As you are probably aware from notices appearing in the public
press, the president of the New York stock exchange recently ad
dressed a letter to all companies whose securities are listed on that
exchange. Although many, if not all, of you may be familiar
with the contents of that letter, I shall take the liberty of reading
it as it bears so directly upon the principle of “adequate dis
closure.” The letter reads as follows:
“The New York stock exchange has recently announced its intention of
requiring audited statements in connection with listing applications made after
July 1, 1933. The public response to this announcement indicates clearly that
independent audits are regarded by investors as a useful safeguard.
“ If, however, such a safeguard is to be really valuable and not illusory, it is
essential that audits should be adequate in scope and that the responsibility
* An address presented at a meeting of the Petroleum Accountants Society of Los Angeles.
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assumed by the auditor should be defined. The exchange is desirous of secur
ing from companies whose securities are listed, and which now employ independ
ent auditors, information which will enable it to judge to what extent these
essentials are assured by such audits. In furtherance of this end, we should be
greatly obliged if you will secure from your auditors, upon the completion of the
audit for the year 1932, and furnish to the committee on stock list, for its use
and not for publication, a letter which will contain information on the following
points:
“ 1. Whether the scope of the audit conducted by them is as extensive
as that contemplated in the federal reserve bulletin Verification of Finan
cial Statements.
“2. Whether all subsidiary companies controlled by your company have
been audited by them. If not, it is desired that the letter should indicate
the relative importance of subsidiaries not audited as measured by the
amount of assets and earnings of such companies in comparison with the
total consolidated assets and earnings, and should also indicate clearly on
what evidence the auditors have relied in respect of such subsidiaries.
“3. Whether all the information essential to an efficient audit has been
furnished to them.
“4. Whether, in their opinion, the form of the balance sheet and of the
income, or profit and loss, account is such as fairly to present the financial
position and the results of operation.
“ 5. Whether the accounts are, in their opinion, fairly determined on the
basis of consistent application of the system of accounting regularly em
ployed by the company.
“6. Whether such system, in their opinion, conforms to accepted ac
counting practices and, particularly, whether it is in any respect inconsist
ent with any of the principles set forth in the statement attached hereto.
“I shall personally appreciate very much your prompt consideration of this
matter and any cooperation which you may extend to the exchange in regard
thereto.”

The accounting principles referred to in the sixth question of
the letter and set forth in a statement attached thereto were
identified on that statement as certain accounting principles
recommended by the American Institute of Accountants’ special
committee on cooperation with stock exchanges and read as
follows:
“1. Unrealized profit should not be credited to income account of the cor
poration either directly or indirectly, through the medium of charging against
such unrealized profits amounts which would ordinarily fall to be charged
against income account. Profit is deemed to be realized when a sale in the
ordinary course of business is effected, unless the circumstances are such that
the collection of the sale price is not reasonably assured. An exception to the
general rule may be made in respect of inventories in industries (such as the
packing house industry) in which, owing to the impossibility of determining
costs, it is a trade custom to take inventories at net selling prices which may
exceed cost.
“2. Capital surplus, however created, should not be used to relieve the
income account of the current or future years of charges which would otherwise
fall to be made thereagainst. This rule might be subject to the exception that
where, upon reorganization, a reorganized company would be relieved of
charges which would require to be made against income if the existing corpora
tion were continued, it might be regarded as permissible to accomplish the same
result without reorganization provided the facts were as fully revealed to and
the action as formally approved by the shareholders as in reorganization.
“3. Earned surplus of a subsidiary company created prior to acquisition does
not form a part of the consolidated earned surplus of the parent company and
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subsidiaries: nor can any dividend declared out of such surplus properly be
credited to the income account of the parent company.
“4. While it is perhaps in some circumstances permissible to show stock of a
corporation held in its own treasury as an asset if adequately disclosed, the
dividends on stock so held should not be treated as a credit to the income ac
count of the company.
"5. Notes or accounts receivable due from officers, employees or affiliated
companies must be shown separately and not included under a general heading
such as notes receivable or accounts receivable.”

It will be observed that point number five in the letter from the
stock exchange relates to the “basis of consistent application of
the system of accounting regularly employed by the company”
and that point number six goes on to ask whether such system
conforms to accepted accounting practices. No reference is made
to a system of accounting regularly employed by the industry in
which the company is engaged—the essential thing is consistent
application by the individual company of a system of accounting
which conforms to accepted practices.
For example, there are unquestionably two or more ways of
determining costs of refined petroleum products which conform to
accepted accounting practices. Methods “A” and “B,” al
though resulting in substantially different money values when ap
plied to an inventory, might be equally defensible in the light of
accepted accounting practices; but the application of method
“ A” to the inventory at the beginning of a period and of method
“ B ” to the inventory at the end of a period is certainly indefensi
ble, unless accompanied by adequate disclosure of the change in
method and of the sum involved in such change. It is perhaps
needless to add that no degree of disclosure would justify repeated
changes from method “A” to method “B.”
It also follows that adherence to a consistent basis of applying
the rule of “cost or market, whichever is lower” is essential if that
term is to have the significance it implies. The choice between
cost or market should not be made at one time on the basis of each
separate item in the inventory and at another on classes of com
modities or on the inventory as a whole. Similarly, market
should not be determined at gross selling prices in one instance
and selling prices less direct selling expenses in another.
It has not been an uncommon practice for oil companies to re
value their producing properties (and sometimes other capital
assets) at amounts in excess of cost; nor has that practice been
confined to oil companies. The resultant appreciation should be,
and usually is, credited to capital surplus and disclosed in the
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financial statements in such manner as to indicate at least the
portion thereof which has not been realized through subsequent
depletion charges; sometimes the financial statements disclose
both the original amount of appreciation and the portion subse
quently realized through depletion charges, which, to my way of
thinking, is more informative. In either event, the reader of the
financial statements is clearly supplied with information which it
is universally conceded he is entitled to have—namely, that cer
tain assets of the company are carried at blank dollars in excess of
their depreciated, or depleted, cost to the enterprise.
But what is the position if, as has sometimes been the case, the
enterprise, for one reason or another, changes its corporate iden
tity after the assets in question have been appreciated? To
adopt a simple illustration, assume that company “A,” having net
assets of $1,000,000 which includes $250,000 of unrealized appre
ciation, transfers those net assets to company “B” in exchange
for the latter company’s capital stock having a par, or stated,
value of $1,000,000. Company “ A ” then distributes to its share
holders as a final liquidating dividend the stock of company “ B.”
No change has taken place in the enterprise or its ownership; yet
company “B” is technically entitled to drop all reference to the
appreciated value of the properties in question inasmuch as those
values represent cost to it in capital stock. However, it is my
personal view that the status of that enterprise would not be ade
quately disclosed unless those properties were described in the
balance-sheet of company “ B ” as representing appraised values to
the predecessor company.
It may be mentioned that where instances such as that cited
have occurred, there has been a marked tendency of late to reduce
the par or stated value of the stock, thereby creating capital sur
plus against which to write down the properties so as to relieve
future earnings of charges for depreciation or depletion based
upon the appraised values to the predecessor company, rather
than upon cost. If the amount by which the assets are written
down is limited to the unrealized appreciation there can be no ob
jection to the practice as, in effect, it merely corrects (as far as it
can be corrected) the earlier mistake of capitalizing unrealized
appreciation. Indeed, it may be perfectly permissible, and even
highly desirable, in certain circumstances to go a step further and
write off against capital surplus created by reducing capital stock
a portion of the excessive cost of assets purchased at peak prices if
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full disclosure is made, the sustaining theory being that such
excessive costs can not be recouped through earnings and there
fore constitute a capital loss. However, to go beyond that point
in writing down capital assets against capital surplus clearly vio
lates a cardinal principle so well defined in the foregoing recom
mendations made by the American Institute of Accountants’
special committee that it will bear repetition:
“2. Capital surplus, however created, should not be used to relieve the
income account of the current or future years of charges which would otherwise
fall to be made thereagainst. This rule might be subject to the exception that
where, upon reorganization, a reorganized company would be relieved of
charges which would require to be made against income if the existing corpora
tion were continued, it might be regarded as permissible to accomplish the same
result without reorganization provided the facts were as fully revealed to and
the action as formally approved by the shareholders as in reorganization.”

It has grown to be customary for a corporation owning all, or
nearly all, of the stock of one or more subsidiary companies to
consolidate its own accounts and those of its subsidiaries and
present consolidated financial statements which do not in any way
reveal the financial position of the respective constituent com
panies. Whether such consolidated financial statements disclose
fairly and adequately the affairs of the enterprise to all interested
therein depends altogether upon the circumstances. If the sub
sidiary companies are, in effect, merely departments of the parent
company and were separately incorporated primarily to facilitate
operations, consolidated statements may be sufficient, assuming,
of course, that intercompany transactions and profits have been
properly eliminated. If, however, the subsidiary companies have
separate issues of funded debt and/or other obligations not held
by companies within the group, consolidated statements alone
may not, and frequently do not, suffice to disclose all necessary
information. For example, a bondholder of a subsidiary com
pany can form no opinion from the consolidated figures alone of
the net book values of the assets of the issuing company, whether
the interest requirements have been earned by that company or
whether indenture requirements have been met with respect to
the margin of working capital to be maintained. By the same
token, a bondholder of the parent company is in a similar position,
as he can not determine from consolidated figures the net book
value of the assets of the subsidiary companies which are subject
not only to prior liens of bondholders of those companies but to
the prior rights of general creditors—the amount of which he does
not know.
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It would appear that a situation such as that described can best
be met by setting forth in columnar form the balance-sheets and
income accounts of the constituent companies, together with the
consolidation eliminations and the consolidated figures. Should
there be numerous wholly-owned subsidiaries which are in effect
departments of the parent company, or of principal operating sub
sidiaries, the figures of those companies might with propriety be
included with those of their respective parents and so indicated in
the accounts.
The creation of reserves which are unnecessary or excessive may
work as great an injustice upon shareholders as reserves which are
insufficient. And reserves once created should be held inviolate
for the purposes for which they were created and not used to absorb
charges in no way related to them—a practice too frequently fol
lowed where a reserve for contingencies has been provided during
prosperous times. After all, a reserve for contingencies is, or
should be, provided for specific purposes, although the occurrence
of the losses it is designed to anticipate may not be predictable or
measurable with as much accuracy as, say, losses from bad debts.
Attempts are often made to justify accounting practices on no
more logical a premise than that they are “conservative”—which
is perhaps the most overworked and loosely used word employed
in accounting terminology, the first definition of which is given in
a dictionary as “Having power or tendency to preserve in a safe or
entire state; conserving; preservative.” (It may be remarked
parenthetically that another definition is “tending or disposed to
maintain existing institutions or views; opposed to change or
innovation.”) Conservative accounting, within the true mean
ing of the term, is a virtue, but like all other virtues it can be, and
sometimes is, carried to the point where it becomes a vice. Thus,
it would obviously be more conservative, in the loosely used
sense of the word, to record no income from sales until the selling
price has been collected; also, to charge all expenditures for plant
and equipment against income in the period in which the expend
itures are made instead of in the periods in which the plant and
equipment are consumed in income producing operations. How
ever, the conservatism of such a practice would be difficult to
justify to a shareholder who had purchased his shares on the
strength of the results reflected by an income account prepared on
that basis for a year in which collections had been excellent and
capital expenditures relatively immaterial. He might very
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well question whether the accounting methods had “power or
tendency to preserve in a safe or entire state” his investment in
the company.
Some oil companies write off intangible development expendi
tures against income of the period in which the expenditures are
made, while others capitalize those expenditures and, broadly
speaking, write them off, through depletion charges, against the
income which they have been the means of producing. The first
method is permissible under federal income-tax regulations and
there are still many eminently competent accountants who favor
it—not merely because it might be termed “conservative.”
However, it is believed that the second method, which is also per
missible under federal income-tax regulations, is rapidly gaining
ground, as it results in an income account which sets forth more
clearly the earning capacity of an enterprise during the period to
which it relates.
The list of specific matters which might require special con
sideration to ensure adequate disclosure could be expanded in
definitely. However, in addition to those previously described, it
may be well to mention the following:

Capital assets not used in the business should be shown sepa
rately in the statements if their amount is a factor in relation to
the accounts.
Abnormal commitments for capital expenditures requiring
fairly immediate cash outlays should be disclosed.
Investments in and advances to (or from) affiliated companies
should be shown separately.
Other investments or advances which by nature or circumstance
are more or less permanent should be described as such and not
included in current assets.
The basis of the valuation at which marketable securities are
carried should be disclosed and, if that basis is cost, a marginal
notation or footnote should disclose the quoted (or in the absence
of quotation, the fair market value) of such securities.
Advances to companies known to be wholly or substantially
owned by officers and/or employees should be disclosed in the
same manner as though the advances were made directly to the
officers and employees.
Cash on deposit with suspended banks should be set forth
separately if the amount is sufficient, in relation to the accounts,
to justify such treatment; otherwise it should be carried in miscel
laneous accounts or claims receivable—not as cash in bank.
That caption should clearly include only cash balances subject to
immediate (or relatively so) withdrawal by cheque.
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If assets and liabilities of foreign subsidiaries or branches are in
cluded in the accounts, the basis of their conversion into dollars
should be shown; if the amounts included in current assets and
current liabilities are relatively considerable they too should be
shown.
If any assets have been hypothecated that fact should be dis
closed on the balance-sheet.
The portion of funded debt and other obligations not included
in current liabilities which matures within, say, one year should be
disclosed.
The balance-sheet should contain a note of any arrearage of
sinking-fund requirements or of cumulative dividends which have
not been declared or of unissued stock which is specifically re
served for conversion or other purposes.
The income account should set forth separately:

Operating income
Income from companies controlled but not consolidated and
the nature of such income
Other recurring income
Extraordinary credits
Depreciation and depletion
Intangible development expenditures written off, if not
written off through depletion
Abandonments of properties
Interest charges
Income taxes
Extraordinary charges
If stock dividends received have been credited to income the
basis of computing the credit should be shown.
The income account should also disclose in a note or otherwise
the company’s proportionate interest in the undistributed profits
or losses for the period of companies controlled but not con
solidated.
Reference has previously been made to certain accounting prin
ciples recommended by the American Institute of Accountants’
special committee on cooperation with stock exchanges. It seems
appropriate to mention that throughout the report which that
committee has thus far rendered (and also in the letter written by
the president of the New York stock exchange) the emphasis is
laid upon the consistent application of a system of accounting
which conforms to accepted accounting principles so as to set
forth fully the basis upon which the financial statements have
been prepared. There is no suggestion that that end could be
accomplished by formulating a set of hard and fast rules for any
class of business enterprise—quite the contrary, in fact. It is also
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significant to note that the federal income-tax regulations state
that “ it is recognized that no uniform system of accounting can be
prescribed for all taxpayers, and the law contemplates that each
taxpayer shall adopt such forms and systems of accounting as are
in his judgment best suited to his purpose” and that the law
itself contains a provision that net income shall be computed “in
accordance with the method of accounting regularly employed in
keeping the books of such taxpayer” unless such method does not
clearly reflect income. It is equally significant to note that a tax
payer is not permitted to change his method of accounting with
out the prior consent of the commissioner of internal revenue.
In the final analysis, the adequacy of the information disclosed
by financial statements must, beyond certain elemental essentials,
depend to no small degree upon the judgment of the person pre
paring them. It is suggested that perhaps that judgment might
best be exercised by endeavoring to view the statements objec
tively from the standpoints of the respective classes of persons
who may be interested in it—creditors, bondholders and share
holders, present and prospective, as well as the management and
governmental and other regulatory bodies.
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AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students' Department.]

Examination in Accounting Theory and Practice—Part I
November 16, 1933, 1:30 P.M. to 6:30 P.M.
Answer problems 1, 2 and 3 and either problem 4 or problem 5.
No. 2 (30 points):
On the basis of the following data prepare:
1. The surplus section of the balance-sheet that you will submit.
2. Subsidiary schedules showing the computation of the items in this
surplus section.
3. The reconcilement between the $5,670,000 shown in your analysis and
the amount that will be shown on your balance-sheet.
Your summarized analysis of the surplus of the Electrical Appliance Manu
facturing Co. from January 1, 1908, the date of incorporation, to December
31, 1932, the date of your audit, is as follows:
Credits
Date
Description
Amount
Jan. 1, 1908 to
Dec. 31, 1932 Net income carried to surplus........................ $10,000,000
Dec. 31, 1915
By debit to goodwill—as authorized by board
of directors.................
510,000
Jan. 1,1920
Patents granted to Josiah Thompson on Janu
ary 1, 1920; donated to the company by him
as of January 1, 1920; valued by the board
of directors at $340,000 as of January 1,1920
340,000
Dec. 31, 1920
Premium on common capital stock sold..........
300,000
Jan. 1,1923
Profit on sale of plant to subsidiary Company A
100,000
Jan. 1,1923
Profit on sale of plant to subsidiary Company B
200,000
Jan. 1, 1926
Appreciation by appraisal:
Land.............................................................
200,000
Building.......................................................
500,000
Machinery and equipment..........................
300,000
Jan. 1, 1926
Donation to company of 5,000 shares (being
the entire amount) of its preferred capital
stock then outstanding.
500,000
Jan. 1, 1928
Profit on sale of entire capital stock of sub
sidiary Company A to outside interests.......
175,000
Dec. 31, 1931
Discount on common capital stock reacquired
and retired.................
200,000
Dec. 31, 1932
Discount on $500,000 face amount of the com
pany’s first-mortgage bonds reacquired and
retired........................
100,000
Dec. 31, 1932
Reduction of capital stock from par value of
$100 per share to the same number of shares
with par value of $50 per share, as author
ized by the stockholders at special meeting
held December 21,1932.
2,000,000
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Date
Jan. 1, 1923 to
Dec. 31, 1927

Jan. 1, 1932 to
Dec. 31, 1932

Date
Jan. 1, 1908 to
Dec. 31, 1932
Jan. 1, 1915 to
Dec. 31, 1925
Jan. 1, 1925 to
Dec. 31, 1932
Jan.

1, 1915

Jan.

1, 1923

Dec. 31, 1932

Dec. 31, 1932
Dec. 31, 1932

Description

Amount

Undistributed earnings (i.e., net increase in
earned surplus) of subsidiary Company A,
taken up by debit to investment in subsid
iary Company A........... $ 100,000
Undistributed earnings (i.e., net increase in
earned surplus) of subsidiary Company B,
taken up by debit to investment in subsid
iary Company B............
700,000
Total credits......................................... $16,225,000

Debits
Description

Amount

Cash dividends paid on common stock..........

$ 8,000,000

Cash dividends paid on preferred stock........

330,000

Dividends on common stock paid in common
stock out of earned surplus...........................
Discount on sale of 5,000 shares of 6% pre
ferred stock, par value $100 per share, at 85
Discount of 10% on $2,000,000 of 6% First
Mortgage 20 year gold bonds dated January
1,1923.......................
200,000
Provide reserve for excess of cost over market
value of marketable securities owned at
December 31, 1932....
200,000
Provide reserve for obsolescence of inventory at
December 31,1932.....
400,000
Write off the book value of the Market Street
plant abandoned as of December 31,1932...

1,000,000

75,000

350,000

Total debits..............................................

$10,555,000

Balance—net credit.................................

$ 5,670,000

You also have in your papers the following information;
The goodwill account of $510,000 was transferred to the patent account as of
January 1, 1923, by order of the board of directors.
The company provided for depreciation at the rate of 3% per annum on
buildings and 10% per annum on machinery and equipment, computed on the
book value. The company owns or owned the entire capital stock of two sub
sidiary companies, A and B.
Dividends of $400,000 were received from subsidiary Company B and
credited to investment in subsidiary Company B.
A reserve for amortization of patents was provided by annual charges of
1/17th of the charges to the patent account.
The net book value of the Market Street plant at December 31, 1932, was
$350,000, which was found to consist of:
Appreciation Reserve for
Cost Jan. 1, 1926 depreciation
Land........................................................ $ 20,000 $ 50,000
200,000
100,000
$ 70,000
Buildings.................................................
300,000
50,000
300,000
Machinery and equipment.....................
Total................................................
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$200,000

$370,000

Credits
Description

Amount

Earned
surplus
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175,000 (3)

Discount on common capital stock reac
quired and retired .
200,000
Discount on $500,000 face amount of the
company ’s first-mortgage bonds reac
quired and retired .
100,000 (8)
Reduction of capital stock from par
value of $100 per share to the same
number of shares with par value of $50
per share, as authorized by the stock 
holders at special meeting held Decem
ber 21,1932 .......
2,000,000

terests .................

Building ..................................................
Machinery and equipment ..................
Donation to company of 5,000 shares
(being the entire amount) of its pre 
ferred capital stock then outstanding..
Profit on sale of entire capital stock of
subsidiary Company A to outside in 

L and .......................................................

100,000 (3)

75,000

175,000

500,000

200,000
500,000 (4)
300,000 (5)

pany A ................
100,000 (3)
100,000
Profit on sale of plant to subsidiary Com
pany B ................
200,000
Appreciation by appraisal:

Dec. 31, 1927 Undistributed earnings (i.e., net increase
in earned surplus) of subsidiary Com
pany A, taken up by debit to invest
ment in subsidiary Company A

Jan. 1,1923 to

Dec. 31, 1932

Dec. 31,1932

Dec. 31, 1931

Jan. 1,1928

Jan. 1,1926

Jan. 1,1926

Jan. 1,1923

(6) 500,000

$80,000

100,000

2,000,000

Paid-in
surplus

$ 300,000

$210,000

Donated
surplus

200,000

105,000
210,000

Dec. 31, 1932 Net income carried to surplus ................
$10,000,000 $10,000,000
Dec. 31,1915
By debit to goodwill—as authorized by
board of directors .
510,000 (1) 300,000
Jan. 1,1920
Patents granted to Josiah Thompson on
January 1, 1920; donated to the com
pany by him as of January 1, 1920;
valued by the board of directors at
$340,000 as of January 1,1920 ............
340,000 (2) 260,000
Dec. 31,1920
Premium on common capital stock sold ..
300,000
Jan. 1,1923
Profit on sale of plant to subsidiary Com

Jan. 1,1908 to

Date

That part of the solution marked (1), (2),

200,000
395,000
90,000

$200,000

$25,000

Subsidiary
Unrealized
profits since
profit on
acquisition in sale of
Unamortized Investment
Revaluation excess of divi- plant to
bond
account—
surplus
dends received subsidiary
discount
company B

Analysis of surplus —working papers for the period from January 1,1908, to December 31, 1932

E lectrical Appliance M anufacturing C o.

The following working papers and adjustments are for explanatory purposes only.
and (3) meets the requirements of the problem.

Solution:
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Description

Debits

Total credits ......................................

Undistributed earnings (i.e., net increase
in earned surplus) of subsidiary Com 
pany B, taken up by debit to invest
m ent in subsidiary Company B ...........
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Dec. 31, 1932

Dec. 31,1932

Dec. 31, 1932

Jan. 1,1923

Jan. 1,1915

Dec. 31,1932

Jan. 1,1925 to

Dec. 31,1925

Jan. 1,1915 to
330,000

$ 8,000,000

$16,225,000

400,000

330,000

$ 8,000,000

$11,725,000

700,000 (9)

$10,555,000

$ 5,670,000

Total debits .......................................

Balance—net credit (debit
*)
............
$ 1,489,000

$10,236,000

Dividends on common stock paid in com
mon stock out of earned surplus ...........
1,000,000
1,000,000
Discount on sale of 5,000 shares of 6%
preferred stock, par value $100 per
share, at 85 ........
75,000
(6)
$75,000
Discount of 10% on $2,000,000 of 6%
First Mortgage 20 year gold bonds
dated January 1,1923 ...........................
200,000 (7)
100,000
Provide reserve for excess of cost over
market value of marketable securities
owned at December 31,1932 .
200,000
200,000
Provide reserve for obsolescence of in 
ventory at December 31,1932 .
400,000
400,000
Write off the book value of the M arket
street plant abandoned as of Decem
ber 31,1932 ...........................................
350,000 (10) 206,000

Cash dividends paid on preferred sto c k . .

Dec. 31 1932 Cash dividends on common stock ..........

Jan. 1,1908 to

Dec. 31,1932

Jan. 1,1923 to

$505,000

$ 75,000

$580,000

$2,500,000

$

$2,500,000

$751,000

$144,000

$144,000

$895,000

$700,000

$

$700,000

$700,000

$200,000

$

$200,000

$ 75,000
*

$100,000

$100,000

$ 25,000

*
$400,000

$

*
$400,000

*
$400,000
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(1) To credit earned surplus with the amount charged against earnings for
patent amortization on the item of “goodwill” transferred to patent account
on January 1, 1923. The annual charge was 1/17 of $510,000, or $30,000.
The period covered was from January 1, 1923, to December 31, 1932, or ten
years.
(2) To credit earned surplus with the amount charged against earnings for
patent amortization on the value of the patents donated by Josiah Thompson
on January 1, 1920. The annual charge was 1/17 of $340,000, or $20,000.
The period covered was from January 1,1920, to December 31,1932, or thirteen
years.
(3) To credit earned surplus with the profit on the sale of the investment in
the wholly owned subsidiary Company A. While the indicated profit on the
sale of the stock is $175,000, there should be added to this amount:

The profit on the sale of plant..................................................
The undistributed earnings from January 1, 1923, to December
31, 1927, which were taken up as a debit to the investment
account..................................

$100,000

$100,000

(4) To credit earned surplus with the depreciation charged on the write-up
of buildings, $500,000, for seven years at 3 per cent per annum or $105,000.
(5) To credit earned surplus with the depreciation charged on the write-up
of machinery and equipment, $300,000, for seven years at 10 per cent per
annum, or $210,000.
(6)
To credit donated surplus with:
Par value of the entire issue of preferred stock donated January
1, 1926...................................................................................
Less: The discount on this stock at the time of its sale on Janu
ary 1, 1915.........................................................................

Total...................................................................................

$500,000
75,000
$425,000

(7) To charge earned surplus with the bond discount applicable to the
period from January 1, 1923, to December 31, 1932 (ten years). The dis
count on these twenty year bonds amounted to $200,000.
(8) To credit unamortized bond discount account with the discount appli
cable to the $500,000 par of bonds retired on December 31, 1932. These bonds
had ten more years to run, and had been sold at a discount of 10 per cent., or
$50,000.
(9) To transfer to earned surplus the dividends received from subsidiary
Company B, and to set forth the excess of the subsidiary’s profits since acquisi
tion over such dividends. The undistributed earnings of $700,000 represent
the “net increase in earned surplus”; the total earnings were $1,100,000
($700,000 undistributed+$400,000 paid out in dividends).
(10) To apportion the book value of the Market street plant abandoned as of
December 31, 1932, between earned surplus and revaluation surplus.
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Appreciation
Jan. 1, 1926
Land................................. $ 50,000
100,000
Buildings..........................
50,000
Machinery and equipment

Total.........................

Depreciation on appreciation charged
to earnings
Chargeable to
revaluation
Amount
Rate
surplus
$ 50,000
$21,000
79,000
3%
35,000
15,000
10%

$200,000

$56,000

$144,000

(1)
The surplus section of the balance-sheet should appear as follows:
Surplus:
Earned..................................................................... $1,489,000
Donated surplus......................................................
505,000
Paid-in surplus........................................................
2,500,000
Revaluation surplus................................................
751,000
Unrealized profit on sale of plant to subsidiary. ..
200,000
Subsidiary profits since acquisition in excess of
dividends received...........................................
700,000 $6,145,000
(2)
Subsidiary schedules showing the computation of the items in the surplus
section (1):

Earned surplus:
Credits
$10,000,000
Net income carried to surplus..............................
Adjustment of earnings for patent amortization:
$ 300,000
Goodwill transferred to patent account.......
560,000
260,000
Patents donated by Mr. Thompson.................

Realized profit on sale of investment in Com
pany A:
Profit on sale of plant........................................ $ 100,000
100,000
Undistributed earnings taken up.....................
175,000
Indicated profit on sale of stock.......................

375,000

Appreciation realized through depreciation:
Buildings............................................................
Machinery and equipment................................

315,000

$

105,000
210,000

Discount on bonds reacquired and retired...........
Dividends received from Company B.................

75,000
400,000

Total credits...................................................

$11,725,000
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Debits
Dividends paid in cash:
Common stock..................................................
Preferred stock..................................................
Dividends paid in common stock.........................
Amortized bond discount.....................................
Provisions for losses:
Marketable securities........................................
Obsolescence of inventory................................
Write off of Market street plant.........................
Total debits...................................................
Balance, December 31, 1932 ................................

$8,000,000
330,000 $ 8,330,000
1,000,000
100,000

$ 200,000
400,000

600,000
206,000
$10,236,000
$ 1,489,000

Donated surplus:
Patents donated by Josiah Thompson on January
1, 1920................................................................ $ 340,000
260,000 $
Less: amortization during 13 year period (13/17)...
Donation of 5,000 shares of preferred stock........ $ 500,000
75,000
Less: discount on sale of preferred stock.............
$
Balance, December 31, 1932.........................
Paid-in surplus:
Premium on capital stock sold.............................
Discount on common stock retired......................
Reduction of par value of capital stock...............
Balance, December 31, 1932.........................

80,000
425,000
505,000

300,000
200,000
2,000,000
$ 2,500,000
$

Revaluation surplus:
Goodwill transferred to patent account........... $ 510,000
Less: amortization from January 1, 1923, to
300,000 $
December 31, 1932 . . ........................................

210,000

Appreciation of appraisal:

Applicable to
abandoned
Total Realized market
Net
appre- by depre- street
appre
ciation ciation
plant
ciation
Land..............................$ 200,000
$ 50,000 $150,000
Buildings.....................
500,000 $105,000 79,000
316,000
Machinery and equip
ment...........................
300,000 210,000 15,000
75,000
Total....................... $1,000,000 $315,000 $144,000

$541,000

541,000

$ 751,000

Balance, December 31, 1932
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Unrealized profit on sale of plant to subsidiary................................... $ 200,000
Subsidiary profit since acquisition in excess of dividends received:
Earnings of Company B.............................................................. $1,100,000
Dividends received........................................................................
400,000
Balance December 31, 1932...................................................... $ 700,000
(3)
Reconcilement of surplus of $5,670,000 shown in the analysis with the bal
ance shown in (1):
Balance shown in analysis......................................................... $5,670,000
Add: restatement of unamortized bond discount........... $ 75,000
Adjustment of investment account of Company B.... 400,000
475,000

Balance, per surplus statement (1)...............................

$6,145,000

Notes:
1. It will be noted that the goodwill account was transferred to the patent
account as of January 1, 1923, and that provision for amortization of patents
was made each year by setting aside
of the charges to patent account.
It is not definitely known that this charge of $510,000 applied to any particular
patent or patents. Hence, the candidate would be jumping at conclusions
were he to assume that this charge should be written off over the life of those
patents donated by Josiah Thompson on January 1, 1920.
2. There is not sufficient data given to adjust the profits of Company B for
the depreciation on the inter-company profit in its plant account.
3. The write-off of the land account of the Market street plant has not been
disturbed. There is no way to ascertain its value, if any. The cost of re
moving the buildings, etc., may be in excess of the land value.
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DEPLETION OF MINERAL DEPOSITS

Editor, The Journal of Accountancy:
Sir: In reading over the article “ Depreciation, Income Tax and Dividends”
by Will-A. Clader in the July, 1933, issue of The Journal of Accountancy, I
find that some statements were made in regard to depletion which appear to
ignore both the legal aspects of provision for depletion and the essential diffi
culties involved in the correct determination of such an allowance.
It is quite clear from a long chain of legal decisions, both in this country and
in England, that the courts in both countries recognize the propriety of
omitting to provide reserves for the depletion of a wasting asset, and they
recognize the right of the directors of a company exploiting wasting assets to
pay dividends out of capital without declaring what proportion of such divi
dends represents return of capital. Some of the leading cases are:
Lee v. Neuchatel Asphalt Co., an English case decided in 1889.
Excelsior Water & Mining Co. v. Pierce, a California case decided in 1891.
United Verde Copper Co. v. Roberts, a New York case decided in 1898.

It is probably safe to say that the directors would not be held personally
liable in any jurisdiction in the United States for distributing as dividends
profits from the exploitation of wasting assets before deducting depletion, pro
vided that the funds of the company were not reduced to a point which would
impair the rights of creditors.
Mr. Clader’s article closes with this statement: “It is, therefore, inconceiv
able to me that any corporate officer would issue a statement of profits without
the correct charge for the cost of the things sold or used to produce the gross
revenue.” I, too, can not conceive of a corporate officer issuing such a state
ment provided he knew what the correct charge should be, but the officers of
mining companies are confronted, every time a statement is issued, with the
problem of issuing a statement when they do not know and can not know what
the correct charge for depletion is.
In order to determine correctly such a charge we must know and know defi
nitely:
First, the quantity of recoverable units of the mineral or metal contained in
the mine or deposit;
Second, the price at which the material will sell throughout the life of the
mine or deposit;
Third, we must be certain that conditions will permit the entire number of
recoverable units to be extracted and sold, and
Fourth, we must be certain that no technical changes in the methods of
mining, reduction or treatment will increase or decrease the value of the
mine or deposit.

Of these four requirements the first is the simplest to determine and in some
cases—such as certain types of coal deposits, stone quarries and some few types
of mines where the ore occurs near the surface and in easily definable bodies—
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it may be calculated with a very fair degree of accuracy. In other cases, and
this includes by far the majority of metal mines, the accurate determination of
the number of recoverable units in a particular mineral deposit is a practical
impossibility.
In mines where deep shafts must be sunk and where bodies of high-grade ore
occur in comparatively small veins the estimate of the number of recoverable
units contained in the mine is being constantly altered as mining, exploration
and development work of necessity go hand in hand. When a break in the
vein occurs through a geological fault or for some other natural reason a great
deal of time and expense is generally consumed in relocating the ore body. In
some cases millions of dollars and years of effort have been expended without
finding the original ore body, although this type of work is not dependent on
chance but is carried out according to the calculations and observations of the
most experienced geologists and engineers. In other cases, where mines have
apparently been exhausted, additional discoveries of more than the original
value of the mine have been made so that the answers we get to the simplest of
the problems in depletion are, at best, approximate ones.
The question of the price of the mineral is of the utmost importance, as a
mineral which can not be profitably mined may as well not exist, for purposes
of calculating the value of- the property.
When a mining property is acquired, the rights to all minerals occurring
within the limits of the claim are the property of the locator or patentee. In
most cases minerals occur in groups: silver and lead; lead and zinc; lead, zinc
and silver; copper, silver and gold—these are common combinations. Fre
quently deposits of two different minerals occur within the limits of the same
property: for instance, zinc ore and copper ore may occur in very close proxim
ity to each other. If the metals are combined in one ore the factors which
determine whether the ore can profitably be mined or not are the prices of all
the metals. For instance, silver at the present time has advanced in price, and
if the present price is maintained or a further advance is made, mining proper
ties containing silver-lead ore will be operated at a profit regardless of the price
of lead. However, if silver should decline rapidly it would be impossible to
mine the ore either for the silver or lead content. We must, therefore, in the
case of a combination of metals in one ore body know the price of each one before
a decision as to profitable operation can be made. If a newly discovered de
posit can not be profitably operated there is no purpose in calculating depletion.
For example, every one familiar with the mining industry knows that there are
deposits of iron ore in the Rocky Mountains and that practically none of this is
mined, the reason being that the cost of extraction is so great compared with
that of other districts that no one could mine this metal profitably in those
sections.
If two deposits of different minerals occur in the same property sufficiently
separated so that one does not have to be extracted to get at the other, we must
know whether the price for each of these metals will be sufficient to justify the
mining operations. If the price of one is and will remain so low that operation
is not profitable, the entire capital must be recovered from the extraction of the
ore which can be profitably mined. A change in price level or in technical
methods of treatment may mean that the apparent capital value of a claim has
been greatly over or under estimated.
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To the west of Salt Lake City lies the bottom of an old salt lake, now dry.
This old lake bottom is from thirty to forty miles across and is covered with a
bed of salt from four to six feet thick. The salt is not pure but has a number of
other chemicals in it. A company was formed to extract the various chemicals
and to produce salt suitable for table and industrial use. During the time
when there was a demand for the salt and other chemicals derived from these
deposits the company operated with some degree of success. The project,
however, failed when prices for salt and the chemicals produced fell because of
lack of demand and because of the resumption of communications with coun
tries which had formerly supplied these chemicals. There seems little probabil
ity at present that prices will rise sufficiently to warrant resumption of opera
tions. The plant is completely dismantled.
We have here an example of an enormous deposit of a useful and easily ex
tracted mineral which can, moreover, be measured with a high degree of accu
racy. The only factor not known to us is the price of the product; but on that
the whole question turns. With salt and the other chemicals at their present
prices the deposit has no commercial value and the owner of any part of such a
deposit could not properly place any value on it in his books. If the price of
salt should suddenly double or treble the deposit would in all probability be of
considerable value; but a depletion allowance based on the assumption that the
entire deposit could be profitably exploited would be incorrect, unless we could
be sure that the price would stay at a profitable level during the entire period of
exploitation.
The third point, that is, that depletion can only be calculated on the number
of units which can be sold, is particularly applicable to deposits such as coal
mines, clay beds, quarries and the like. If a company owns an entire mountain
of marble which it would take some hundreds of years to convert entirely into
salable material, it would be wrong to divide the total cost of the property
by the number of units, as no one invests his money for a possible re
turn four or five hundred years hence. Some reasonable life such as forty
or fifty years would have to be adopted and the depletion allowance cal
culated on what would be recovered in that time rather than on the total
recovery. This is not an important consideration in most metal mines,
but with many of the non-metallic minerals it is a question of the greatest
moment.
The fourth point, the effect of technical progress on the value of mineral de
posits, is one of the greatest importance. Before the perfection of the oil
flotation method of concentrating copper and other ores the large deposit of
low grade copper ore now worked by Utah Copper Company was of no value.
After the discovery of the oil-flotation method the property became one of the
great mines of the world. Nothing was changed in the physical property, the
same units were there, but after oil flotation they had a value; before oil flota
tion they had not.
There are zinc mines in the United States now operating profitably, the ores
from which could not be successfully treated until a method of applying the
principles of electrolytic refining to zinc had been devised. A calculation of the
depletable value of these mines before the perfection of this process would have
indicated no value for the zinc contained in the ore and no value at all for the
ore except as it had a heavy content of silver or some other metal which could
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be extracted. After the perfection of this process the value of the deposits in
creased greatly.
Practical difficulties such as these prevent the officers of a mining company
from issuing statements which show a charge for depletion which represents the
exact value of the metal extracted. The depletion calculated for income-tax
purposes is, of course, based on a number of assumptions which frequently have
little relation to physical or financial facts. In the first place depletion for in
come-tax purposes is based on values either at March 1, 1913, or the so-called
“discovery value,” neither of which represents cost which we assume is the
basis of the depletion which Mr. Clader thinks should be shown on the financial
statements. Values of 1913 are higher than cost values in most cases, as prop
erties acquired many years before 1913 had by that time either been abandoned
or were definitely determined to be profitable and valuable. Discovery values
are of necessity higher than cost, as the cost of making a discovery is compara
tively small compared with the value of the property developed.
It is for these reasons that many operators, engineers and accountants having
to do with mining properties are inclined to doubt the possibility, in most cases,
of computing figures for depletion which are really satisfactory to investors.
Any attempt to present such figures would necessitate revision from year to
year. The general opinion is that, if it is understood that the value of proper
ties shown on the balance-sheets represents original cost either in cash or stock
and if as much information as is practicable is given to the public as to the
progress of development work and the ore immediately in sight, about as much
really valuable information has been given as is possible. Elaborate calcula
tions of depletion based on a series of assumptions, few or none of which can be
accurate, are apt to be more confusing than informing. Certain mining com
panies have adopted the practice of showing, not an attempt at cost depletion,
but the increased values placed on the books for tax purposes and the depletion,
also for tax purposes, written off against these values. This practice is not, of
course, objectionable where the basis for the increase in values and the reserve
for depletion is clearly stated. If, however, notices are sent to stockholders
showing the amount which is taxable and the amount which is non-taxable as
being a return of 1913 or discovery values, approximately the same result is ob
tained. In neither case is there any attempt to show a “true” or “accurate”
figure for depletion.
For the benefit of those having to do with the care of estates or where similar
distinction between corpus and income must be made, it may safely be stated
that if income-tax depletion under the present law is assumed to be a return of
capital they will not overpay parties who are entitled to receive income only.
It is not fair to say as Mr. Clader does that “ When half, say, of the mineral
content of a property is extracted and is not recorded on the books, the accounts
will show as on hand the cost of a thing no longer possessed. That is just as in
correct as selling merchandise from the shelf of a grocer and showing on the
financial statements as assets both the cost of the things sold and the cash re
ceived for them.”
If the grocer kept a shop somewhat like that kept by the old sheep in Alice in
Wonderland, where the things constantly appeared and disappeared and where
it was almost impossible to tell from one moment to another what was on the
shelves, he would be in much the same position as an officer of a mining com
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pany trying to ascertain a correct allowance for depletion. And it is only a
shop dealing in goods of such an uncertain and unpredictable quality that can
be compared with the typical mining enterprise.
If it were possible to ascertain the different factors which the correct calcula
tion of the depletion allowance involves, there is little doubt that the officers of
mining companies would be happy to publish such figures and it would be diffi
cult to defend the suppression of this information, if it existed or could be ob
tained. The reason why these figures are not given is not any reluctance to
inform stockholders as to the condition of their property, but it is rather the
result of a reluctance to give out figures which must be based on assumptions
either known to be incorrect or are not susceptible of proof or demonstration,
which would produce figures having a most convincing appearance of exactitude
but in reality so uncertain and indefinite as to be misleading and positively
dangerous. If the officers of the company make an honest report of the things
they really know, a stockholder or an investor can and does make his own guess
to the best of his own ability. It is the duty of a mining company to provide
the basis for such a guess, but the officers of the company, far from having the
duty of presenting a guess of their own, have, it seems to me, a positive obliga
tion to put forward no such expressions of opinion in the guise of calculations.
Yours truly,

Maurice E. Peloubet

New York, January 2, 1934
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
ACCOUNTING TREATMENT OF SELF-INSURANCE RESERVES

Question: We should be greatly obliged for your opinion of the following
question:
A mining company under the Utah compensation and employers' liability
law elects to carry its own insurance. Provision has been made in its books
by crediting reserve for compensation insurance with the amounts which it
would have been required to pay as premiums if the insurance had been carried
with the state insurance fund, and this reserve has been charged with actual
payments made on account of its liability to employees or to their dependents.
From time to time awards were made by the state industrial commission and,
by the end of 1932, the liability of the company for outstanding awards con
sisted of several industrial blind and total disability cases, under which the
company is required to pay approximately $16 a week during the life of the in
jured employee, and several fatal accident cases for which awards have been
made of approximately $5,000 each, payable in weekly instalments of $16 to the
dependents of the former employee. In the fatal accident cases the amount
outstanding is the original award less payments made on it to date.
The point concerning which we desire your opinion is whether the balancesheet should reflect a liability for awards which already have been made and if
so what is the proper method of computing the liability.
Under the industrial blind and total disability cases, taking insurance mortal
ity statistics as the basis, and multiplying the weekly payment by the number
of years of expected life of the insured at their respective ages and reducing
this amount to its present worth say on a 6 per cent basis, we find the liability
to be in excess of the amount provided in the reserve set up on the books, and
we also find that if the company should purchase annuities for these injured
employees the cost would exceed the amount of reserve, giving consideration
also to the liability for fatal accidents explained in the next succeeding para
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graph. The question naturally arises as to whether insurance statistics are a
fair basis on which to make this estimate for the reason that the persons to
whom payments are being made under awards of the industrial commission
are either blind or otherwise seriously injured and possibly the expectation of
life would be quite different from that shown by insurance mortality statistics.
Moreover, the number of cases involved is so small that there could be no
confidence that average mortality rates would be applicable to them.
As to fatal accidents the awards are definite in amount and the liability
may be approximately computed at its present worth subject to the determina
tion of the interest rate to be used. While in some circumstances the liability
may be terminated before the full amount of the award is paid, as for example
by re-marriage of a widowed dependent, experience indicates that this is not
an important factor to consider.
For federal income-tax purposes, the treasury department, the board of tax
appeals and the courts have held that additions to a reserve of the nature de
scribed above are not deductible from gross income. Reference is made in
particular to the decision of the board of tax appeals in Spring Canyon Coal
Company v. Commissioner, docket number 23902, 25743, and Commerce Clear
ing House, Dec. number 4300. In the board decision reference is made to su
preme court decisions of the state of Utah under the compensation act; and
under these decisions it appears that the compensation provided for in the
act is not to be considered in the sense of damages for injuries sustained but
that it is compensation pure and simple. The board’s decision in this case was
affirmed by the court of appeals. In this case the petitioner appears to have
claimed only that the additions to the reserve were deductible, and the ques
tion as to deductibility of awards actually made does not appear to have been
raised.
From an accounting point of view, it appears to us that the sustaining of the
accident and the resulting award by the industrial commission creates a real
liability, and, even if it is an award for compensation and not for damages,
provision should be made for it not later than the time at which the award
is made, as the self-insurer is required to make the payments in the future
without receiving any further benefit from the services of the injured
employee.
Answer No. 1: Accident expense is practically as certain as any other expense
and when the employer assumes the attendant risk there at once arises a liability
—certain as to the event, contingent as to the amount. Experience—not stip
ulated premiums—is the practical basis for finding that contingent amount.
We should recommend a monthly charge against operations sufficient to set
up an adequate general accident reserve and, as liabilities become fixed or
determinable by award or otherwise, the transfer of such amounts (ascertained
on any reasonable basis) from the general reserve to one or more specific
reserves against which payments are charged. If in time the credit balance of
the general reserve fails to afford or exceeds a reasonable provision for the
company’s potential risk, the monthly charge to operations would be adjusted
accordingly. When cases covered by specific reserves are closed or modified,
any differences between the original and adjusted figure would be transferred
back to the general reserve.
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To the specific question we should therefore reply that in our opinion the
balance-sheet should reflect a liability for awards already made and, since
there is no possibility of exactly computing the amount ultimately to be paid,
conservative accounting would permit any method under which the maximum
possible liability receives due consideration.

Answer No. 2: There seems to be no question that the awards made by the
Utah state industrial commission constitute liabilities of the company for
which provision should be made on the balance-sheet. The difficulty arises in
calculating the exact amount of this liability at the balance-sheet date.
The proper method of calculating this liability is to compute the present
worth of the estimated payments which will have to be made. In computing
the present worth, the interest rate used should be equal to that which could be
earned by the company upon a special fund set aside for the purpose of meeting
these payments as they fall due. This interest rate would probably not be in
excess of 3 per cent or 3½ per cent per annum. To use a higher rate would, in
our opinion, understate the liability.
In the case of fatal accidents, the awards are definite in amount and can
readily be calculated, ignoring the possibility of terminating the payments
before the full amount of the award has been reached.
In the industrial blind and total disability cases, in which the award is a
weekly payment during the life of the injured employee, it is necessary to esti
mate the number of weekly payments in each case. In the absence of any
statistics relating to the expectation of life of industrial blind and totally dis
abled workers of various ages, it would seem that insurance mortality statistics
would have to be used. Inasmuch as these tables are notoriously high, a
reduction of about 25 per cent from them could reasonably be made in calculat
ing probable future payments to any group in average health. It might not be
unreasonable to make a further reduction of 25 per cent to allow for the shorter
expectation of life of the blind and totally disabled former employees. How
ever, through a consideration of individual cases it may be possible to raise or
lower this percentage or to work out separate estimates for each case.
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